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What's young legalite gazing at so hard? 

A crystal ball. 

Are clients so scarce he has had to take up 
soothsaying? 

Oh, no. It’s for a client he is doing it—he’s tried 
every other way he knows of to find out which o 
all the many new state taxes popping up around 
the country his client should pay and how to mak 
returns under them. 

Well, if it's a good crystal ball it will tell him to 
put the client's statutory representations in thé 


Better Way for Lawyer 
and Safer Way for Client 


Is it a State tax to be paid (or report to be filed) by your 
client in such-and-such a state by such-and-such a date? 


Then on the date the client’s Tax or Accounting Depart- 
ment should begin to assemble its data and figures for that 
tax (or report), if the Corporation Trust System is being 
used there will be dropped in on you, as the company’s 
attorney, the C T Notification Builetin covering that re- 
quirement. 

Are there complications—questions of definition of terms, 
ot official policy, of assessment rate, of assessment date? 
Then the C T Notification Bulletin will carry reference 
numbers to paragraphs in the Corporation Tax Service, 
State and Local, (a part of your service), where you will 
find not only the text of each law provision or official 


regulation but a complete discussion of the state’s official 
attitude. 


The Corporation Trust system of corporate protection for 
a lawyer’s clients doing business in outside states reduces 
the task of keeping track ot state tax and report require- 
ments to a simple matter of one thing at a time, and that 
thing clear. 
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A Fundamental Reason for 
Not Taxing Savings 


By IRVING FISHER* 


volt against the attempt to tax corporate sav- 

ings, commonly called undistributed profits. 
But, oddly enough, throughout the controversy, one of 
the chief faults of this tax was scarcely mentioned as 
an objection. This omission was, the writer thinks, 
due mainly to confused thinking on the whole subject 
of income and savings, whether corporate or other. 

When the undistributed profits tax was first pro- 
posed by the late Mr. Oliphant of the United States 
Treasury, an argument made in its favor was that 
corporate savings ought not to escape taxation any 
more than partnership savings or private savings 
should escape. 

3ut the present writer argued conversely that part- 
nership and private savings ought to escape taxation 
as much as corporate savings should escape. 

There is a strong and fundamental reason why no 
savings of any kind should be taxed as income. It is 
this: To tax savings and then to tax the income from 
those savings is double taxation in the sense of virtu- 
ally taxing the same thing twice. There may, of 
course, be many other reasons for taxing or not taxing 
savings. These will not be considered here. Nor 
shall we consider the problem of taxing realized cap- 
ital gains, though this problem overlaps the problem 
of savings. Weare here concerned only with showing 
that an “income tax” which includes savings involves 
double taxation. 


‘ YEAR or so ago we witnessed a successful re- 


Three Technical Terms 


There are two legitimate meanings of income. Both 
are exemplified in the stock market when we dis- 
tinguish between the yield of a stock, and its earnings. 
The cash yield from that stock or from any other 
property consists of the actual money payments com- 
ing in from it. 





* New Haven, 
University. 


Conn. Professor of Economics, Emeritus, Yale 


“To tax both savings and 
their fruits, that is, to em- 
ploy enrichment-income 
or “earnings” as the tax 
base involves double 


taxation” 





Yield is often expressed as a percentage of the pur- 
chase price. This is especially true in the case of a 
bond. The bond tables used by brokers give an 
average percentage future yield. For instance, as 
these tables show, a four per cent $1,000 bond, matur- 
ing in seven years will bring the purchaser a yield 
of 2.9% on a purchase price of $1,069.20. In dollars, 
the yield here consists of fifteen future payments— 
$20 every six months for seven years, and then $1,000. 

More generally, yield consists of the services re- 
ceived, whether in cash or “in kind.” A man’s dwell- 
ing, for instance, yields him shelter if he lives in it; 
but, if he lets it to a tenant, it yields him cash. In 
either case it yields him services. 

But income in the other sense, that of earnings, or 
“enrichment-income,” is the sum of two ingredients; 
one ingredient is the yield just described; the other 
is increase in capital value. This second ingredient 
will be called “capital-increase”—as a general term 
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for savings, appreciation, undivided profits, and all 
other particular forms of such increase. (‘“Capital- 
increase” is chosen as our technical term rather than 
“capital-gain” because the latter has come to have 
special legal connotations.) 

Thus a property which, in a taxable year, not only 
yields $2,000 but adds $3,000 to capital, brings its 
owner a total enrichment for the year of $5,000. 

We therefore have three technical terms to deal 
with: yield-income, enrichment-income, and capital- 
increase, the second being the sum of the first and third. 


The Market Discounts Yield 


As our problem of double taxation runs parallel to 
the problem of market value, we first ask what rela- 
tions do the two sorts of income, yield and enrichment, 
bear to the market value of the income source? 

It is often loosely stated that the market value of 
a stock or other property is the capitalized or dis- 
counted value of its expected “earnings”—which we 
have here called “enrichment-income.” As we shall 
see, this is a misstatement or, at any rate, a misleading 
statement. For the market value of a stock or other 
property is the discounted value of its expected yield. 


Numerical Examples 


Suppose John Smith to be the beneficiary of a 
$100,000 trust fund always yielding him 5%, 1. e., 
$5,000 a year. 

If he had no other source of income and did not 
save any of his annual $5,000 but were to spend it all 
for personal uses, i. e., if he did not “plough back” 
anything, his income would indubitably be $5,000 in 
both senses—yield and enrichment. 

But suppose John Smith elects for a while to save 
$1,000 a year, and that he segregates these savings 
by buying each year (at par) a five per cent $1,000 
bond, keeping the bonds in a special Bond Portfolio. 

And suppose he then segregates in turn the pay- 
ments of $50 a year which each bond yields by deposit- 
ing them in a Savings Bank which allows him 5% 
compound interest. 

Smith now has three sources of income: the Trust 
Fund, the 


Account. His total net yield and his total net enrich- 


ment are now no longer identical, as the following 
tables show: ? 


First Year’s Yield-Income 


Payments made from Trust Fund .... $5,000 
Payments made from Bond Portfolio. . —1,000 
Payments made from Savings Bank 000 

TOTAL NET YIELD $4,000 


Here the Bond Portfolio, by absorbing $1,000, yields 
Smith a minus quantity, $1,000 less than nothing. The 





1 All interest is, for simplicity, reckoned as if paid only once a 
year and at the year’s end. 


3ond Portfolio, and the Savings Bank: 


Savings Bank Account yields nothing, either minus or 
plus; it has not yet been opened. 

So much for the first year’s yield-income. As to 
the first year’s enrichment-income, by definition it is 
the total net yield plus the capital-increase, namely: 


First Year’s Enrichment-Income 


Yield (as above) .. oe ay . $4,000 
Capital-increase (bond) ' 1,000 
TOTAL ENRICHMENT $5,000 


Next year, the Bond Portfolio begins to produce 
$50 interest, but Smith puts this interest into the 
Savings Bank. Consequently we have: 


Second Year’s Yield-Income 


From Trust Fund ...... pape ait aeen $5,000 
From Portfolio 
Yields interest on First Bond .. $ 3 
Costs (for Second Bond) —1,000 —950 
From Savings Bank ee 
pt Ns gg, 1S nr ren aete $4,000 


That is, the first of the three sources gives out 
$5,000; the second gives out $50 and takes in $1000; 
the third takes in $50. 

The above yield contrasts with the enrichment 
which is: 

Second Year’s Enrichment-Income 
Yield (as above) .. 
Capital-increases 
Increase in Portfolio (Second Bond).. $1,000 


$4,000 


Increase in Bank Account (interest) 50 1,050 
TOTAL ENRICHMENT ~. $5,050 
Third Year’s Yield-Income 
Trust Fund , ya .. $5,000 
Portfolio 
Pays interest on 2 bonds........... $ 100 
Costs (for Third Bond) .. — 1,000 —900 
Savings Bank 
Absorbs Interest on 2 bonds $—100 
Pays interest on $50 deposit + 2.50 
But reabsorbs same .. — 2.50 —100 
TOTAL NET YIELD . ... $4,000 


We may, if we choose, imagine that the $2.50 is 
actually paid out, through the bank window, into John 
Smith’s hands and then paid back by him as a new 
deposit. Such a pair of transactions is assumed and 
recorded in the above table. 


Third Year’s Enrichment-Income 

Yield (as above) . 
Capital Increases 

Increase in Portfolio (Third Bond) $1,000 

Deposited in Savings Account 

(bond interest) . 

Increase in Savings Bank Account 

(bank interest) . 2.50 1,102.50 

TOTAL ENRICHMENT .. $5,102.50 


As long as the above procedures regarding the 
$1,000 of yearly savings are followed, the yield-income 
remains, year after year, always $4,000, being the 
total net yield from all three sources (Trust Fund, 
Portfolio, and Bank). But the enrichment-income 
continually increases, starting with $5,000. 
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A FUNDAMENTAL REASON 


Suppose that the above specified procedures con- 
tinue for ten years. At the end of that time the Trust 
Fund will still be worth exactly $100,000; but the 
Bond Portfolio, consisting by that time of ten bonds, 
will be worth $10,000 and the Savings Bank Account 
will amount to $2,577.89 so that John Smith will own a 
total capital value of $100,000+$10,000+ $2,578, or 
$112,578. His aggregate savings or capital-increases 
in the ten years thus come to $12,578. 

During this ten-year period, John Smith’s total net 
yield has been only $40,000 in all, but he has been 
enriched by said $12,578 besides, making a total en- 
richment-income in this period of $52,578. Had he 
spent his entire $5,000 each year instead of saving and 
re-investing part of it, his total yields would have been 
$50,000, and his total enrichment the same, i. e., 
$50,000 of yield plus $0 of capital-increase. 

Let us now suppose that, when the ten years are 
up, John Smith no longer saves nor does he dissipate 
his fortune by a single dollar; he simply receives and 
spends annually the 5% yield on his $112,578—a yield 
of $5,629 per annum. Suppose his heirs or assignees 
do the same forever after. 

That is, the Yield-Income is now every year: 


$5,000 
500 (interest on 10 bonds) 
129 (interest on bank de- 
posit of $2,578) 


From Trust Fund 
From Portfolio 
From Bank 





TOTAL NET YIELD $5,629 


In this case the savings bank actually yields, i. e., 
pays out, the interest, and does not absorb (i. e., cost) 
anything. 

And John Smith’s enrichment-income is identically 


this same $5,629. Also his capital value remains un- 
changed at $112,578. 


Discounting Yield 


Having now ascertained for every year the amounts 
of both sorts of income, let us next compare their 
“present worths.” This may be done by means of 
the data in the following table: 


Enrich- 

Yield ment Capital- Total Yield 

(or (or yield increase Capital- Produced 

spend- plus (or sav- Value by the 

ings) capital- ings) (at year Capital- 

increase) end) Increase 

Ist year $4,000 $5,000 $1,000 $101,000 $000 
cna” 4,000 5,050 1,050 102,050 000 
sara =“ 4,000 5,102 1,102 103,152 000 
4th “ 4,000 5,158 1,158 104,310 000 
Sth “ 4,000 5,216 1,216 105,526 000 
6th 4,000 5,276 1,276 106,802 000 
ith © 4,000 5,340 1,340 108,142 000 
8th “ 4,000 5,407 1,407 109,549 000 
Oth “ 4,000 5,477 1,477 111,026 000 
10th “ 4,000 5.592 1,552 112,578 000 
lith “ 5,629 5,629 0,000 112,578 629 
12th “ 5,629 5,629 0,000 112,578 629 
Forever 5,629 5,629 0,000 112,578 629 


FOR NOT TAXING SAVINGS 5 


Discounting Yield Always Gives Consistent Results 


To obtain, as at the beginning of the first year, the 
present worth of the future yield we discount every 
year’s item of the first column, consisting of ten items 
of $4,000 each followed by an infinite number of items 
of $5,629 each. The result is exactly the original 
$100,000, the “market value” of John Smith’s initial 
property—the trust fund. 

The same original market value of $100,000 would 
also be the result of discounting the future yield if, 
instead of the particular savings-spendings program 
of the table, John Smith had, from the beginning, not 
saved anything at all but had spent his entire $5,000 
annually and perpetually, accumulating no bonds and 
no savings bank account. 

The $100,000 would also be obtained from discount- 
ing his future yield, no matter what were his program 
as to savings or spending, provided only that all mar- 
ket values are reckoned on a 5% basis. For instance, 
suppose that John Smith, after having saved in ten 
years the $12,578, had immediately spent it all (after 
selling out his Bond Portfolio of $10,000 and with- 
drawing his Savings Bank Account of $2,578). The 
result of discounting this $12,578 yield at the end of 
the ten years and all other yields, before and after 
that date, would lead once more to the same correct 
market value of his initial property, namely $100,000. 
He might even spend more than this $12,578 (say the 
whole $112,578—by selling his initial trust fund also) ; 
or he might spend less (say only the $2,578 in the 
Savings Bank); or he might spend or save in any 
other way whatever. The result would always be the 
same $100,000 as long as what we discount is the 
yield, or spendings. We do not even need to know at 
the start, what his savings-spending policy will be. 
Nor does John Smith himself need to know. All he 
needs to know is that all his time-transactions are on 
a 5% basis. As long as we discount only the yield— 
which is also the spendings—we shall always get that 
same $100,000, the correct market value at the begin- 
ning of the first year. 


Discounting Earnings Wrongly 

But when we turn to enrichment-income the case is 
entirely different. Market value is not necessarily 
the discounted value of future enrichment-income or 
earnings. 

According to our original hypothesis as to savings, 
the “enrichment-income,” year by year, is as per the 
second column as follows: $5,000, $5,050, etc., for ten 
years, followed by $5,629 each year thereafter forever. 

Now the discounted value of this series of figures 
is not the correct market value ($100,000) of the initial 
property which produces this enrichment-income. In- 








6 


stead, the discounted value comes out at $109,522 
which is $9,522 too high. Not only is such a dis- 
counted value an incorrect figure for the market value 
of John Smith’s three properties, but it has no useful 
significance of any sort. If the reader thinks other- 
wise let him find and formulate what significance this 
$109,522 discounted value of the earnings possesses. 

All that the extra $9,522 means is that the part of 
the original $5,000 from the Trust Fund which was 
saved was virtually counted twice, once when saved 
and again when yielding income. 

Moreover, the discounted value of enrichment- 
income, will vary according to the savings-spending 
program. Let us suppose, for instance, that the entire 
$12,578 capital-increase of the ten years is immediately 
spent at the end of the tenth year. Under this hypo- 
thesis the successive items of enrichment-income are, 
for the first ten years, the same as under the previous 
hypothesis; but after that time they are less, being 
only $5,000 a year (on the remaining capital of 
$100,000) instead of $5,629 (on $112,578). Taking 
these changes into account, we find that the present 
value of the enrichment-income becomes $101,801, 
quite different not only from the true market value, 
$100,000 but from the previous false figure, $109,522. 

In short, enrichment-income simply cannot function 
as a means of reckoning market values as yield-income 
does. This fact is the fundamental reason why 


enrichment-income cannot properly function as a 
tax base. 


Discounting Earnings Rightly 


But the foregoing conclusion—that market value is 
not the discounted value of income in the enrichment 
or “earnings” sense—may seem in conflict with com- 
mon knowledge. Do we not often say that the market 
value of any stock is its capitalized or discounted 
future earnings? How can we reconcile this “common 
knowledge” with the foregoing calculations? 

There are several answers. The simplest is where 
only the first year’s earnings are considered and where 
the fiction is adopted that thereafter the earnings and 
the yield will be identical. 

For instance, in the first year of the above numerical 
example, the net yield is $4,000, and the capital- 
increase is $1,000. The sum of these two is $5,000, 
constituting the earnings for that one year. Let us 
now “capitalize” or discount this $5,000 a year by 
adopting the fiction that it is thereafter repeated as 
annual yield forever, without increments or de- 
crements. The discounted value of such an imaginary 
perpetual annuity would, of course, be the correct 
market value, $100,000. 

This is what is done in the stock market and what 
has given rise to the misleading statement that the 


TAX ES—The Tax Magazine 





January, 1941 


market price of a security is the discounted value of 
its future earnings. We take the last recorded year’s 
“earnings” (enrichment-income) and virtually treat 
said earnings as if they would continue forever after 
as yield. The capitalization or discounted value of 
this entirely fictitious perpetual annuity is the correct 
market value of the security. The discounting is 
reckoned on the basis of the rate of interest expressed 
in the “earnings-price ratio.” 

In the case of a stock, since the future is unknown, 
we can do no better than capitalize in this manner. In 
the case of a “safe” bond, however, we are supposed 
to know the future. We may then employ either of 
two methods, that of discounting all yield and no 
savings or that of discounting some savings, say one 
year’s, while ignoring their fruit. 


The Case of a Bond 


The common bond tables already referred to are 
computed by the first method—discounting all yield. 
The tables give the market value of the bond as the 
discounted value of yield (not “earnings’”) obtained 
by discounting separately all the future items of cash 
yielded by the bond, whether that cash yielded is 
labeled interest or principal. But this market value 
is identical with the capitalization of the current year’s 
earnings (sum of that year’s yield and that year’s 
capital-increase according to the tables). The reader 
is reminded that this capitalization involves the fiction 


that said earnings will continue as yield unchanged 
forever. 


Double Taxation of Savings 


Just as yield income is always the proper income 
to discount in order to determine the correct market 
value of the income source and avoid double counting, 
so yield income is the proper income to tax in order 
to make the tax burden correspond with that market 
value and avoid double taxation. 

If yield income is the tax base, a tax of 1% will 
always have a present value equal to 1% of the present 
value of the property and will reduce the said present 


value by exactly 1% (provided the yield and the rate 
of interest remain the same). 


7, 


This 1% reduction in 
capital value by a 1% tax will occur, whatever be the 
saving-spending policy and however that policy be 
changed. The tax-money paid each year at 1% will 
simply vary according to the variations of the savings- 
spendings policy. 

But the case is quite different if enrichment-income 
is the tax base. The reduction in present value caused 
by a 1% tax is not and does not stay 1% but is dif- 
ferent for different policies of spending and savings. 
For instance, let us take the case above considered 


(where $1,000 is saved from the [Turn to page 52.] 
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Tax Valuation of Public Utility Property 
The Preliminary Analysis’ 


By JAMES W. MARTIN** 


T HAS been customary in discussing public utility 
valuation for tax purposes’ to refer to the use of 
the stock-and-bond method, the income-capitali- 

zation method, and the engineering-appraisal method 
as though these constituted the entire story. In actual 
fact, even though one or two or all three of these 
methods may be employed, 
it is essential to accuracy 
that they be utilized in the 
light of certain collateral 
facts. Particularly is this 
the case in respect of meth- 
ods other than aggregation 
of stock-and-bond 
The purpose of this paper 


values. 


is to examine some of the 
important of 
preliminary analysis. 
It 
that the ad valorem prop- 
erty tax is prescribed by the 
legislature as a reasonable 


aspects this 


must be remembered 


method of attaining a fair 
distribution of the tax load. 


An 


stick, such as gross receipts 


alternative measuring 


from operation, net income, 


or number of car-miles, 


might have been chosen in- 
stead. The only reason it 
is essential to have a valuation in the first place is to 
facilitate distribution of the tax load between different 
taxpayers on the basis of the value of the property 
owned by each. Thus, the sole task is to estimate 
as accurately as possible the market or sale value of the 


* Scarcity of literature on the subject matter of this paper has led 
to heavy dependence on observation and personal experience in 
valuing for tax purposes several hundred utility properties. The 
views expressed are my own; but their development has depended 
heavily on employees in the Kentucky Department of Revenue, who 
formerly assisted me; on representatives of Kentucky public service 
enterprises, who have appeared before that Department, particularly 
Messrs. John Farmer and L. H. Humble; and on opportunities 
afforded by private utility companies which have employed me to 
make tax appraisals. Many of the ideas presented here have doubt- 
less been affected by the published and certain unpublished work of 
Dr. Ralph E. Badger, President of Investment Counsel, Inc., Detroit, 
Michigan. 

The following individuals read and criticized a preliminary draft 
of this paper: R. C. Beckett, General Attorney, Illinois Central 
System; Wilbur Bush, Illinois Tax Commission; J. W. Farmer, 
Farmer and Humble, Frankfort, Kentucky tax specialists; Richard 
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NI 


property. The assessor should, therefore, consider all 
factors which will help to make an accurate estimate 
of market price and no others. 


I, The Community Survey ” 


A utility appraisal needs to be undertaken in the 
light of as complete an un- 
derstanding as possible of 
the geographical setting in 
which the concern oper- 
ates. This part of the pre- 
liminary analysis will need 
to consider, 
things, 


among other 
the: character and 
trends in the population, the 
natural resources and their 
relationships to the economic 
life of the people, and any 
specific physiographical fac- 
tors that condition the mar- 
ket area or directly affect 
utility operating conditions. 

Careful study of current 
population trends is obvi- 
ously important to a sound 
appraisal. The level of con- 
sumer income, the type of 
industry which predominates, 
the prevailing employment of 
the population, and other 
similar factors are data the appraiser cannot ignore. 
A community whose future is linked closely with 
a declining or temporary industry will, in the long 
run, provide a less satisfactory market for utility 
services than will another enjoying a more stable 
Goode, formerly Bureau of Business Research, University of Ken- 
tucky; W. G. Herzel, Bureau of Business Research, University of 
Kentucky; Franklin Hammack, J. E. Luckett, and Commissioner 
H. Clyde Reeves, Kentucky Department of Revenue; and H. W. 
Wallace, Valuation Division, Mississippi Tax Commission. Although 
profiting from the good council of these men, I am personally re- 
sponsible for the viewpoints expressed. ; 

** Director, Bureau of Business Research, University of Kentucky, 
Lexington, Ky. : 

1 Substantially the same applies to valuations for reorganization, 
sale, or condemnation. 

2 It will be observed that this analysis need not be made for each 
particular utility. In any individual state, assessing officers can 
make some of it for utilities in general and some separately for each 


class of utility property. In the case of railroads, however, the 
territory served outside the individual state cannot be ignored. 
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and permanent economic structure. The presence 
of such factors suggests a survey of the economic 
activity of the people served by a particular utility, 
especially in the case of areas dependent mainly on 
extractive industries for continued prosperity. 
bering and mining camps are illustrative. 


Lum- 


The worth of a utility plant is materially affected 
not only by community stability but also by a number 
of other economic factors, among which one of the 
most fundamental is the competitive condition. Some- 
times, especially between two important terminals, 
there is direct competition for a railroad or telegraph 
company from a utility of the same character. Again 
the steam electric plant may be threatened by compe- 
tition from a hydro-electric enterprise. Utility com- 
petition, however, is more likely to involve substitute 
facilities or substitute services, e. g., electricity for 
gas or coal, bus or truck service for rail transport, or 
telephone and air mail for telegraph. 

Environmental factors affecting cost for several 
kinds of utilities are found in the terrain. It is ap- 
parent, for example, that mountainous territory in- 
creases both capital and operating costs for railroad, 
telephone, telegraph, electric power, and pipe-line utili- 
ties. In connection with telephone, telegraph, and 
some phases of electric utility service the extent of 
snow, sleet, and ice will materially influence the ex- 
pense of maintaining lines. Thus, the extent to which 
special hazards exist can be found only by a careful 
study of the geographical factors affecting both the 
conduct of the utility business and the operation of 
those industries which consume the utility service. 


If. Preliminary Survey of the Concern 

The second class of issues preliminary to applying 
the usual appraisal techniques to a particular utility 
property necessitates not merely a study of the econ- 
omy in which the particular utility functions but an 
examination of the individual enterprise, its history, 
its organization, its operating experience, the legisla- 
tive and regulatory restrictions to which it must con- 
form, and its own physical and economic characteristics. 

One of the foremost of the problems involved con- 
cerns the corporate structure and corporate interrela- 
tionships and their backgrounds. It is easily possible 
in some instances by virtue of particular historical and 
corporate factors to make the value of a corporation’s 
property appear greater or less than it actually is. Such 
forces may condition the appearance and functional 
significance of the capital goods employed in carrying on 
the business. Consequently the appraiser who fails 
to canvass corporate institutions and the historical and 
inter-corporate relationships ignores one of the sig- 
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nificant factors in the valuation process, and is likely © 


to err in applying whatever method he may select. | 


The Comparative Balance Sheet 


To understand the facts regarding the particular 


corporation a second step necessary is analysis of the 
comparative balance sheet for a period of several 
years, normally not less than ten. This study is de- 
pendent on previous examination of the corporation’s 


structure and recent history because without such in- | 


formation the appraiser will lack assurance that the 
balance sheets are really comparable. It is far from 
unusual that even utilities closely supervised by regu- 
latory authority prepare financial reports on widely 
varying bases from year to year. In some instances 
the variation is brought about by a changed corporate 
structure ; in other cases by the acquisition or construc- 
tion of new properties; and in others still by changes 
in regulatory or management policy. Such factors 
must be observed and accounted for; otherwise examin- 
ation of the balance sheet and of the profit and loss 
statement may prove misleading rather than helpful. 
One important item that will often require investi- 
gation is the evidence of liquidity reflected in the bal- 
ance sheet. In the case of a corporation rendering 
public service and maintaining a fairly consistent level 
of prosperity the cash position is a matter of relatively 
small moment. But if the earnings are subject to con- 
siderable fluctuations and particularly if any reason 
to fear insolvency exists in the corporate picture or 
in the general economic situation, then the extent of 
the liquid resources may readily mean, for a concern 
with sound long-range prospects, the difference be- 
tween continued reasonably satisfactory operation 
and actual receivership. Thus, even in the case of 
well-established corporations it is often important to 
examine comparatively the extent of liquid assets in 
relation to earnings over a period of several years. 
Partial information can also be obtained from the 
comparative balance sheet as to whether or not the 
utility maintains a policy of short-term borrowing as 
a means of raising capital for substantially continuous 
operating purposes. If short-term loans are utilized 
for purely seasonal and temporary emergency pur- 
poses, they are usually regarded as not subject to in- 
clusion among the obligations enumerated in the 
stock-and-bond summation. If, however, short-term 
loans are in principle employed as an alternative to 
long-term borrowing or flotation of preferred stock, 
then the outstanding balance according to most ap- 
praisers * should be added to the tabulation of stock- 


and-bond values. Often it is necessary, in order to 


’ The words ‘‘appraiser’’ and ‘‘appraisal’’ are used loosely in this 
discussion. Strictly, although the value of securities are evidence 
of the value of underlying property, the process of finding value by 
such a method is scarcely ‘‘appraisal’’ in any technical sense. 
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establish the pertinent facts, to secure more informa- 
tion than is revealed by the balance sheet. Most 
state tax departments which undertake such a study, 
however, appear to take the balance sheet evidence as 
establishing a prima facie case. 

Particularly in the case of utility enterprises enjoy- 
ing limited prosperity, it is important as a means of 
developing second-hand values and as a means of 
utilizing comparative data in several other-directions 
that careful analysis of recent changes in fixed capital 
be undertaken. In some 
cases, in fact, extension or 
retirement of properties, 
from whatever cause, may 
readily constitute the plant 
existing at the end of a par- 
ticular year an entirely dif- 
ferent one from that at the 
beginning of the year, and 
still more different from that 
existing earlier in the pre- 
ceding five- or ten-year 
period. It must be kept in 
mind that newly acquired 
capital has ordinarily no 
record of earnings; it must 
nevertheless be appraised 
for tax purposes. In using 
both the stock-and-bond 
and the capitalization-of- 
earnings methods the ap- 
praiser must take account 
of such fluctuations in the 
extent and general character 
of the property he under- 
takes to evaluate. In prac- 
tice I have found several 
instances of small utilities 
in which analysis of the comparative balance sheets 
for this particular purpose resulted in appraisals 
fifty to one hundred per cent higher, and in other cases 
at least thirty per cent lower, than would have been 
reached had this analysis been overlooked. 


Still other pertinent information revealed by com- 
parative balance sheets is necessary to accurate ap- 
praisal. The particular classes of data which can be 
secured thus will depend on the individual corpora- 
tion. But ordinarily it is important to observe closely 
the policy of valuing fixed properties and the bases 
of computing depreciation and depletion. Asa matter 
of fact, the valuation of separate classes of fixed prop- 
erty is important primarily because of its bearing on 
depreciation. In many cases, of course, the informa- 
tion available in the balance sheet and income state- 
ment is not adequate as a basis for judgment; but 


“This article does not propose to examine actual 
appraisal methodology—beyond this sketch of 
the preliminary study necessary—but it may be 
worthwhile to indicate how the findings of the 
initial study may affect the employment of the 
three principal valuation techniques. 
preliminary examination will disclose whether 
or not a stock-and-bond approach is possible 
and, if it is, whether data available permit the 


use of an average process and to what extent. 


praisal is appropriate and, if it is, the particular 
kind of valuation to be invoked. (3) It will aid 
in determining the rate at which earnings should 
be capitalized, what earnings figure is appro- 
priate, and whether or not available statistics 
permit an averaging of earnings over a period 
of more than one year and for how long a 
period. (4) Occassionally, modification in the 
usual methods of allocating the unit value 
between states is dictated by the findings of 
the preliminary investigation.” 
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ordinarily it will suggest the further investigation 
needed to appraise intelligently the utility deprecia- 
tion policy and, if necessary, to make correction in the 
depreciation, depletion, and obsolescence allowances. 
One other important purpose served by the com- 
parative—and particularly the current—balance sheet 
is that of separating operating from non-operating 
property. The technique is especially important as a 
preliminary to the use of stock-and-bond summation 
as a method of estimating the worth of operating prop- 
erty. It is perhaps super- 
fluous to say that, although 
the balance sheet, if suff- 
ciently detailed, will identify 
the classes of non-operating 
property owned by the cor- 
poration, this financial state- 
ment will contribute little 
or nothing to determining 
the value of such assets. 








(1) This 


The Comparative Profit 
And Loss Statement 


(2) It will show whether an engineering ap- 


Study of the comparative 
profit and loss statement is 
likely to reveal even more 
significant information than 
does examination of the 
comparative balance sheet. 
However, it cannot be em- 
phasized too urgently that 
the income statement should 
be studied in conjunction 
with the balance _ sheet 
rather than as a separate 
and distinct undertaking. 
In general, the appraiser 
must seek information regarding certain particular 
profit-and-loss items extending over a_ period 
of ten or twenty years. In the case of railroads 
the break which occurred about 1930 is so clear-cut 
and distinct that, aside from certain exceptional earn- 
ers, examination of income data prior to 1930 cannot 
be particularly helpful; however, having available 
comparable statistics derived from income accounts 
for a much longer period than the last ten years can 
do no harm. In the case of gross receipts in particular, 
the long-range statistics, if available on a comparable 
basis, are likely to be revealing. Incidentally, sta- 
tistics of gross receipts constitute perhaps the first 
important class of figures which the appraiser must 
examine when he comes to the comparative profit and 
loss statement. It is particularly important, however, 
in using all income statistics to assure oneself that 
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the earning plant for which the accounts disclose data 
is from year to year substantially similar, or to make 
careful adjustment for changes which alter the pro- 
ductive plant.‘ 

Not only must the ups and downs in amount of 
operating revenue be studied with care but the gen- 
eral sources should be ascertained and analyzed. It 
is important in the case of a railroad corporation, for 
example, to find whether the trend of passenger rev- 
enues and of freight revenues and perhaps of other 
transportation revenues is in substantial conformity 
with the trend of receipts from all operating sources. 
If not, it is still more important to study the tenden- 
This 
generalization is equally applicable to the analysis of 
electric utility receipts from domestic consumers and 
from industrial consumers, respectively. 


cies class by class and ascertain the reasons. 


Almost in- 
variably, the same approach is essential in the case 
of other classes of public service corporations. 

One obvious necessity is the analysis of trends of 
operating ratios. Ordinarily, it is not sufficient to find 
out that the operating ratio is gradually increasing 
or decreasing; it is desirable in most cases to find out 
the reasons for the increase or decline. 

It is not extraordinary that a public service enter- 
prise in hard financial straits neglects to make repairs 
and to incur other maintenance expenses which can 
be postponed. The result in some instances is the 
running up of heavy repair bills for the future—hbills 
in fact which are frequently higher than they would 
have been had maintenance been provided as the need 
developed. On the other hand, it is sometimes a fact 
that premature repairs and other maintenance ex- 
penses are incurred as a sort of insurance policy for 
the immediate future. Information with respect to 
the extent to which the utility property is in normal, 
better than normal, or less than normal state of main- 
tenance is an important item which the appraiser must 
carefully weigh. Probably the most satisfactory 
means available to the assessor of estimating the 
policy is to compare current maintenance in the light 
of cost changes with maintenance costs over a period 
of years regarded as normal. In doing so adjustments 
must be made for traffic changes since most equipment 
maintenance * varies directly wtih use, and about one- 
third of roadway mainienance depends directly on 
traffic volume. An estimate based on this approach is 
of course not precisely accurate. 

The most significant single item of information ob- 
tainable from the comparative profit and loss state- 


ment is the trend of net earnings from operation. The 





*The minor changes incident to the regular course of operation 
can be ignored. The textual reference is to such changes as those 
by consolidation, sale, or extraordinary construction. 

5 Mr. W. H. Wallace of the Mississippi Tax Commission estimates 
90 per cent. 
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appraiser who seeks an accurate result will not be 
satisfied merely to examine net utility operating in- 
come (in terms of the uniform accounting terminology ) 
but will find it also essential to compare income data 
for each of several years with the plant situation and 
ascertain from that comparison the relationships be- 
tween the net revenue from operations and the prop- 
erty from which that income is derived. For those 
who utilize a five-year average of some operating in- 
come figure as a primary method of appraisal, the 
importance of being certain that the income for each 
of the past five years is income from the property now 
in use or its substantial equivalent cannot be overstated.° 

Having analyzed the gross receipts, the expense, 
and the net operating income data, it is essential that 
the expense figures and factors bearing on the rela- 
tionship between revenues and expenses be carefully 
examined. One factor that in recent years has proved 
highly significant in some cases is the trend in tax 
accruals. This trend must be studied, and in some 
cases the income data must be modified in the light 
of recent changes in the tax picture.’ It is necessary 
if one is to employ such data as a means of estimating 
prospects that the tax picture be broken down and 
studied tax by tax especially if the general tax accrual 
figure reflects apparently erratic changes from year to 
year. Another expense item which often requires 
special attention is payment of managerial salaries. 
Particularly in the case of small corporations there is 
frequently a distribution of earnings by means of such 
compensation, and in other cases there is failure to 
make normal payment for management. Despite the 
prima facie evidence that the amount paid is the 
amount that should be regarded as normal in ascer- 
taining the earnings produced by a property, experi- 
ence dictates a check-up even when the corporate 
structure seems to preclude any irregular arrangement. 

Without undertaking to enumerate the individual 
statistical and accounting checks which will be neces- 
sary in analyzing cost data, it is suggested that the 
comparative study should take account of such 
changes in expenses and in the operating ratio as will 
lead to a clarification of the individual public service 
company’s history and contemporary position. If 
from year to year other figures reflect no materially- 
changed behavior but labor costs appear to be behav- 
ing erratically, then examination of the wage and 
employment situation should be undertaken to ascer- 


° Here too it is important to emphasize that normal capital changes 
can be ignored without violence to results. 

* As has been shown elsewhere the primary concern is operating 
taxes and not corporate taxes. In this connection, however, it is 
important to remember that many income statements do not ade- 
quately differentiate utility operating taxes from general corporate 
taxes such as income and capital stock levies; hence the necessity 
for some statistical adjustment. Cf. James W. Martin, ‘‘Corporate 
Taxes and the Assessment of Public Utility Operating Property,’’ 


Journal of Land and Public Utility Economics, August, 1940, 
pp. 261 ff. 
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tain whether recent increases or declines of the labor 
costs may be expected to continue and whether or not 
the income figure reflected by deducting the expense 
actually accrued year by year will give a fair picture 
of the current and prospective conditions.® 


Traffic and Traffic Trends 

From statistics which have been presented in ap- 
praisal litigation it may be assumed that some apprais- 
ers regard analysis of traffic conditions and traffic 
tendencies as having strategic significance for the 
valuation of utility property. Undoubtedly examina- 
tion of the extent to which increases or decreases in 
railroad traffic arise from changes in freight business 
as distinguished from passenger transportation, or 
even the extent to which freight changes derive from 
shifts in individual classes of traffic, may have consid- 
erable value in predicting the immediate prospects of 
the railroad’s prosperity. Likewise, study of the 
proportion of an electric utility business that is indus- 
trial as compared with the proportion domestic and 
particularly analysis of the tendencies with respect to 
such a breakdown may assist in predicting the trend 
of unit cost and hence of unit profits. So it is with 
other classes of utility enterprises. 

It must be remembered, however, that in all such 
examinations, although statistics of production may 
be very helpful, the aid toward an accurate appraisal 
comes from the significance of such figures for an 
estimate of the current property values and future 
prospects of the business. The facts with respect to 
tonnage, kilowatt hours, thousands of cubic feet of 
gas or what not are helpful, therefore, because such 
data throw light on the interpretation of current earn- 
ings statistics and of prospects of increased or dimin- 
ished earnings in the near future. As has frequently 
been said, a utility enterprise has market value only 
as it earns income or enjoys prospects of future income 
for its owners. In consequence the appraiser must 
remember in his analysis of non-financial statistics 
that he is dealing with collateral evidence only. The 
direct proof of value lies in data evidencing gross earn- 
ings, net income, expenses, and similar value facts. 


Regulation and Legislation 


Changes in public policy toward regulated indus- 
tries may materially affect prospects of income, and 
shifts which involve radical departures from past 
policies may operate to render over-all statistics of 
operations partially, and in a few cases completely, 
irrelevant as direct evidence of the concern’s value. 
In such an event the appraiser must resort to adjust- 

5’ Occasionally, it will be found that the purpose of management 
is not currently to show maximum net income. If possible, in such 
a case, adjustments should be made in reported income; but. in the 


event adjustments are made, counter adjustments will usually, but 
not always, be required later. 
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ments in the usual data which are in the nature of 
estimates or must utilize alternative statistics. 

Although changes in rates may directly influence 
the financial prospects of a public service property, 
the effect may in other cases be inverse. For in- 
stance, a public service commission may decide an 
electric utility rate is too high and, in consequence, 
order a reduction which will result in such increase 
in volume that the company is more favorably situ- 
ated after than before the rate change. This situation 
exists also for transportation industries particularly 
when alternative methods of transport are readily 
available. Thus, it is not uncommon for a railroad 
company to seek and obtain permission to reduce a 
freight rate in order that the rail carrier may share in 
traffic which otherwise would go to water carriers, to 
truckers, or possibly to pipe lines. A similar long-run 
situation exists with respect to gas rates where there 
is extensive competition between gas heating equip- 
ment and other installations such as oil or coal. How- 
ever, such inverse relationships on the whole are 
exceptional ; and the most usual result of rate shifts is 
a change in prosperity more or less proportional to the 
change in rates. The existence of the alternative possi- 
bility, however, necessitates careful study by the ap- 
praiser to ascertain the consequences of rate tendencies 
or sudden rate changes ordered by regulatory bodies. 

Requirements that public service corporations ex- 
tend services to unprofitable areas must be closely 
examined. Such a policy may affect earnings favor- 
ably or unfavorably. A water company, for example, 
may be required to extend service to suburban areas 
without profit to itself and sometimes even with 
direct loss as compared with the situation which would 
exist without the additional business. Again a regu- 
latory body may require an electric railroad to operate 
lines which have long since become unprofitable in 
either the direct or the differential sense. The recent 
emphasis which the Interstate Commerce Commission 
has placed on willingness to have railroad services 
discontinued where they have proved currently and 
prospectively unprofitable represents a hopeful ele- 
ment in the situation confronting the management of 
unproductive railway lines. On the contrary, some 
of the state supervisory bodies are in a position to 
nullify in part the program of the Interstate Com- 
merce Commission by refusing permission to discon- 
tinue intrastate operations. 

Other regulatory and legislative changes may exer- 
cise considerable influence. One of the most obvious 
factors in recent years has been the shift in public 
policy respecting industrial relations. The immediate 

® See, for example, 52nd Annual Report of the Interstate Commerce 
Commission, 1938, pp. 120-121. Incidentally, the Commission has 


repeatedly emphasized its disposition to codperate in such matters 
with state agencies. 
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consequence of increased wage bills and of heavy 
contributions to accumulation of pension funds has 
been a heavy drain on the net income of the carrier 
corporations. The result of wage rate increases is 
being met in some measure by replacing certain 
classes of labor, such as maintenance crews, with ma- 
chinery and consequently reducing the total wage bill. 
Whether any readjustment in management methods 
will enable the railroads to recoup payroll contribu- 
tions is uncertain. 

It may be said in general terms in the light of these 
casual illustrations that the trend of regulatory and 
legislative policies must always be examined in the 
interest of accurate valuation. This includes, of 
course, in addition to rate policies and labor and other 
restrictive legislative enactments, study of record- 
keeping necessities, reporting requirements, service 
demands, and many other phases of official attitude 
toward public service companies. Not least of these, 
incidentally, is the tax policy of the governments to 
which the individual utility is liable. 


Physical Characteristics 


Accurate information regarding the physical condi- 
tion of a public service property supplies the appraiser 
with an important tool. Information needed regard- 
ing physical characteristics includes facts respecting 
the extent of obsolescence, the need for capital outlay 
arising from the existence of fully depreciated proper- 
ties or from exceptional hazards, and, in certain in- 
stances, data respecting the junk value of assets 
having no market for alternative use and the second- 
hand value of salable properties. All these factors 
and others that might be enumerated have a bearing 
on the relative efficiency of operation and consequent 
relative profitableness per unit of future expenditures 
or directly on the capital value. 

Obsolescence is important in two senses. In the 
first place, there is what may be designated as tech- 
nical obsolescence. Information with regard to the 
extent specific items or classes of property are out- 
moded is often very essential to an accurate valuation be- 
cause it tells much of the story with respect to bills 
for repair and capital outlay necessary in the immedi- 
ate future. There is, in the second place, what might 
be termed industry obsolescence. Railroad property 
has become much less valuable than formerly in the 
light of added competition from other types of car- 
riers and of reductions in some areas in the necessity 
for transportation. Ordinarily, if the appraiser uses 
appropriate methodology, this type of obsolescence 
will be adequately reflected in his general statistics ; and 
no separate analysis of the situation will be essential.’® 


In any event, the extent of industry obsolescence cannot be 
ascertained from examination of physical properties. 
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If, for example, the valuation is ultimately based 
largely on net income statistics or on stock-and-bond 
quotations or on both, it may be assumed under ordi- 
nary circumstances that the earnings record and the 
market for stocks and bonds will reflect the place 
of rail transportation in the national and regional 
economy. 

Due to accumulated structural obsolescence, to ac- 
crued depreciation, or to one or more of numerous 
other factors, a public service corporation may or 
may not face heavy capital requirements in the im- 
mediate future. Some years ago, for example, the 
[Illinois Central Railroad Company near the lowest 
ebb of prosperity at any time in its recent history 
found it necessary, in order to preserve its operating 
plant, largely to reconstruct a bridge across the Ohio 
River. The situation was in the main a consequence 
of normal depreciation and the outlay of more than 
half a million dollars had to be made in order to avoid 
prodigious traffic loss. The situation confronted in 
this instance is exceptional neither in respect of its 
proportions nor of the conditions under which it oc- 
curred. The valuation of any utility plant will be 
conditioned in some measure by the extent to which 
such capital outlay in the near future appears to be 
necessary in order to preserve the operating integrity 
of the property as a whole and hence to maintain its 
income-producing capacity. A plant producing a 
given amount of income but requiring heavy capital 
outlay in the near future is less valuable, other things 
equal, than a similar plant enjoying equal income and 
requiring no such new capital in the near future. 

In many cases utility property has practically no 
value except for operation of the individual plant or 
servicing the particular community in which the prop- 
erty exists. If, therefore, an individual plant cannot 
be made to produce income over a period, it will be 
necessary to salvage the property in the most satisfac- 
tory way possible. Under such circumstances a care- 
ful study may be needed to ascertain the extent of 
second-hand value and in the case of non-salable 
property the possibilities of a net salvage value. Bear- 
ing on this problem, as has already been indicated, is 
the evidence of past purchases of vendable equipment. 
Among other things, for example, a railroad company 
will in the past have purchased rolling stock which 
has a definite and reasonably ascertainable second- 
hand value for the use of other carriers. Study of 
such statistics will not provide more than a lead to the 
appraiser, but the figures are valuable for that pur- 


pose. To secure complete information resort to valua- 
tion records is essential.™ 


11Tt is important that valuation on the basis of second-hand and 
junk prices is an alternative, not a supplement, to usual methodology 
applicable in the case of a profitable utility enterprise. 
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Extent of Available Data 


In many discussions of utility appraisal it has been 
assumed that usable gross receipts, net income, stock- 
and-bond,’? and engineering appraisal data are at 
hand. In more individual cases by far than not, some 
or all of these types of statistics are lacking. The 
most uniformly available information directly usable 
in making appraisals is evidence of the gross receipts 
from public service operations enjoyed by the enter- 
prise. In the case of numerous small utilities like 
ferries and common-carrier trucks, even such figures 
are inaccurate. In the case of one enterprise having a 
substantial business, for example, it was found that 
for a period of eight years the gross receipts reported 
for tax purposes did not vary one penny from year 
to year. Examination of the situation at a close range 
indicated that the data submitted originally repre- 
sented merely the guess of the proprietor. 


In the case of closely regulated utility enterprises 
there is some uniformity in the meaning of the ac- 
counting record of net utility operating income, but 
in the case of a large number of regulated or semi- 
regulated public service corporations the figures re- 
garding net income are thoroughly undependable. 
The latitude permitted in depreciation allowances and 
in drawing the line between expenses and capital out- 
lay renders statistics of net income significant only 
after a careful audit. Even with the best auditing and 
engineering skill there is a considerable margin of 
error in respect particularly of depreciation and deple- 
tion deductions. 

Stock-and-bond data are fully available in the case 
of only a small minority of utility corporations. 
Sometimes, however, in the instance of larger corpo- 
rations the stock-and-bond method can be employed 
because some quotations are at hand and the value of 
other securities can be estimated by methods com- 
monly used by investors. Even so, however, the ap- 
praiser cannot invoke for the vast majority of public 
service enterprises 
method. 
ated by individuals and partnerships in most states. 


valuation 
A large number of such businesses are oper- 


any stock-and-bond 


Even to the extent that they are operated by corpo- 
rations, the securities are closely held in a large pro- 
portion of the cases. Because securities of the larger 
utilities are for the most part publicly bought and 
sold, the stock-and-bond method is available for the 
valuation of a large proportion of the total public 
service properties. Those who regard the stock-and- 
bond method as useful, therefore, will invoke it as 
respects those cases for which data are available. 

12 Stock-and-bond data really represent—insofar as they have any 
direct relation to appraisal—investors’ valuations, not the appraiser’s 
findings in any technical sense. Nevertheless, such data are useful 


in making tax assessments because what investors pay is evidence 
of property value. 


TAX VALUATION OF PUBLIC UTILITY PROPERTY 
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Appraisers who desire an engineering valuation 
whether for determination of unit value or for appor- 
tionment purposes will discover on close examination 
that engineers’ estimates of value are formulated on 
numerous bases. It would be inappropriate to attempt 
an enumeration of the variations, but illustrations are 
given. In estimating the values of properties the 
engineer may adopt the cost of reproducing the plant 
at its present efficiency as his criterion; he may, on 
the other hand, adopt the cost of actually. duplicating 
the present plant less observed depreciation as the 
basis of his appraisal; or he may employ actual 
accrued depreciation as reflected in an appropriate 
accounting record in conjunction with this latter con- 
cept. In the case of railway properties there is an 
engineering estimate on the basis of a valuation date 
(for most roads prior to 1920) plus additions less 
retirements, both of the latter at cost. Then there 
is possible a modification of these figures in the light 
of price trends since the valuation date. On the other 
hand, for many carriers there is a more recent valua- 
tion arrived at by less refined methodology and subject 
to being brought up to date by the employment of 
techniques similar to those which have been noted as 
applicable to bringing the original valuation up to 
the present time. Without undertaking to exhaust 
the list of possibilities it is perhaps sufficient to say 
that two engineers or groups of engineers will show 
a very substantial variation in results on the basis of 
either method, and choice between the different meth- 
ods will result in still greater differences. In conse- 
quence, the appraiser who wishes to invoke an 
engineering estimate must either make an appraisal 
de novo in terms of his purpose; or, if dependent on 
the work of others, he must examine critically the 
basis of their approximations and the extent to which 
the findings are dependable. After taking these pre- 
cautions, to allow for a margin of error is essential. 

But in respect of engineering appraisals, as in re- 
spect of stock-and-bond data, information is wholly 
unavailable in the vast majority of cases.” 


Conclusion 


IIL. 


It cannot be emphasized too strongly that this gen- 
eral examination of community factors and of data 
regarding a particular utility property to be valued for 
tax or other general purposes is not a finished 
product.* No effort has been made to outline all of 


the intricacies which must be [Turn to page 58.] 


13 Unless, of course, the assessor is equipped with a sufficient staff 
to undertake the task. 

14 For example, in the case of most public service corporations, 
if stock-and-bond valuations are to be employed, appraisal of the 
inactive security values is a big preliminary task not discussed here 
because adequate analyses are available elsewhere. 








Economic Effect of New Deal Fiscal Policies 


* 


By PAUL STUDENSKI* 


URING the past eight years federal fiscal 

policy has been concerned mainly with the 

problems related to the financing of relief 

and recovery. While now it must be reorientated to 

the needs of national defense, federal fiscal policy will 

have to continue to deal with these other problems as 
long as they remain unsolved. 

The fiscal policy aimed at business recovery which 

is peculiarly associated with the New Deal Adminis- 
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tration, has involved a great expansion of govern- 
mental outlays and together with a 
somewhat more moderate expansion of taxation. It 
has been more hotly debated than any other fiscal 
policy ever adopted by the Federal Government dur- 
ing any period of its history, be it a period of peace, 
war or revolution. According to one school of thought 


borrowing 
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this policy has brought about extremely burdensome 
taxation, has retarded business recovery, and has 
almost bankrupted the nation. According to another 
school, it has stimulated business recovery, has re- 
stored the national income almost to its pre-depression 
level, and has pulled the nation through one of the 
greatest crises in its history. Which of these two 
effects has this fiscal policy produced? This is not an 
idle question, for upon the answer which the people 
will make thereto will depend the course of federal 
fiscal policy during the defense and _ post-defense 
period. Now that the political campaign is out of the 
way, it is possible to discuss this question dispas- 
sionately. In discussing it special attention must be 
paid to the taxation aspect of the policy because upon 
this aspect of it the public mind is most confused. 


Spending for Spending’s Sake 

At the very outset it seems desirable that we dispel 
the bogey labelled “spending for the spending’s sake”’ 
which some of the more extreme critics of the New 
Deal have associated with its policies. Perhaps some 
small groups within the New Deal circles may have 
had such spending in view. But, certainly, none of 
the responsible Administration leaders have ever ad- 
vocated it. Mr. Eccles who is generally credited with 
being the outstanding champion of New Deal spend- 
ing never entertained such a view. 
of June 23, 1939, replying 
on ° 


In a radio speech 
to Senator Byrd’s attack 
‘Government Spending,” delivered over the radio 
the week before, Mr. Eccles specifically stated that: 
. I do not believe in government spending at any time for 
spending’s sake. I do believe in government deficit-spending 
in depression periods as a supplement and stimulant to private 
spending, using only the man power, materials, and money 
that otherwise would be idle, and using them only in a way 
that avoids competition with private enterprise. I believe that 
inefficiency and waste should be eliminated. Government 
should get the maximum of value for the money it spends, 
recognizing the size and inherent difficulties of the unemploy- 
ment and relief problem—the objective always being a maxi- 


mum of private employment... .” 
Actually the money spent by the Administration 
was used in the main to meet, as they arose, emer- 


gency conditions which no responsible government 


could have afforded to ignore. Although the govern- 


ment was spending freely, it was endeavoring at the 
same time to secure in return for every dollar spent 
the maximum possible beneficial results. A consider- 
able portion of the federal expenditures were in reality 
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not expenditures at all, but loans to private enterprise 
and investments in socially useful and lasting public 


works. They should never have been called by that 
name. Unfortunately, the terminology of public 


finance was not flexible enough to permit a more suit- 
able designation of these outlays. For the term “ex- 
penditures” in the vernacular of the individual usually 
connotes outlays for current consumption and does 
not include investments. The application of the term 
“spending” to the whole gamut of governmental out- 
lays, therefore, gave a totally wrong impression of 
their true nature to the citizens. The New Deal critics 
took advantage of the commonplace implications of 
the word “spending” and conveyed the impression 
that the government’s “spending” constituted a waste- 
ful dissipation of the nation’s resources. In reality, 
a very substantial proportion of the spending put to 
productive uses, idle labor and material resources and 
produced wealth which otherwise would not have 
been created; and the balance of the spending was 
used to conserve the labor resources of the country for 
future production. 

In order that this particular effect of increased 
“spending” might be realized, the government financed 
it mainly by borrowing. Had the government done 
otherwise and financed it mainly by taxation, the in- 
creased “spending” probably would have had the op- 
posite effects. The only revenue laws passed during 
the decade of the 1930’s which either really increased 
or intended to increase substantially governmental 
revenue were those of 1932, 1933, 1935 and 1936. The 
first of these was passed before the advent of the New 
Deal Administration; the second re-established liquor 
taxes, following repeal, and introduced the AAA 
processing tax declared unconstitutional two years 
later; the third had as its object the financing of the 
Social Security Program; and the fourth introduced 
an undistributed profits tax which, however, was soon 
repealed. All of the other revenue laws were designed 
mainly to plug holes in the existing revenue system 
rather than to expand it in any material way. The 
charge that the New Deal Administration imposed 
confiscatory taxes on business and huge hidden taxes 
upon the people at large, is thus contrary to fact. A 
detailed examination of the development of the federal 
tax system during the past eight years effectively dis- 
proves this charge. 


Federal Taxes 


Our federal taxes fall into three main categories: 
taxes on personal incomes and estates, taxes on busi- 
ness, and taxes on consumption. 

In 1932 the rates of personal income and estate 
taxes were raised to heights that were very remi- 
niscent of those established during the World War. 
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When first introduced, these rates were generally op- 
posed by the conservative groups in the country and 
even by the administration then in power on the 
ground that they represented an attempt to “soak the 
rich.” However, this opposition was moderate in 
character. For the groups affected found some solace 
in the fact that these levies were to serve purposes 
of which they thoroughly approved, namely, the pro- 
curement of revenue for the support of essential gov- 
ernmental services and the elimination of budgetary 
deficits. Resentment against these levies did not 
really develop until 1935 when their rates were fur- 
ther stepped up not only to produce more revenue 
but also, according to Administration pronounce- 
ments, to promote greater equality in the distribution 
of wealth. 

Since estate taxes affect only a small proportion of 
business men, it is highly improbable that their highly 
progressive rates could have exercised any substan- 
tially adverse influence on business activity, taken as 
a whole. We need not concern ourselves, therefore, 
with the effects of these taxes, but will focus attention 
on personal income taxes which affect thousands of 
business men. 

Despite its progressive character, the federal per- 
sonal income tax did not exercise per se any marked 
deleterious influence on business activity, even though 
it imposed considerable burdens on business men in 
the middle and upper income groups, as individuals, 
reducing their current savings and, in some cases, 
compelling them to curtail their expenditures for 
luxuries. The reduction in the savings of these indi- 
viduals, however, did not deprive business of needed 
capital, the supply of which was more than sufficient 
to meet the needs of any business venture offering 
reasonable possibilities of success. On the other hand, 
any curtailment of demand for luxury goods on the 
part of the well-to-do which might have resulted from 
the operations of the personal income tax was more 
than offset by the expansion in the demand for neces- 
sities on the part of the poor. For the proceeds of the 
tax were injected into the economic system to sustain 
consumption, whereas if the funds involved had re- 
mained in the hands of the well-to-do, a portion 
thereof would have served merely to swell the exist- 
ing volume of idle savings. 

Nonetheless, the motion developed among business 
men as individuals, that the existing rates of the per- 
sonal income tax confiscated so much of their gains 
from business as to make it scarcely worth while for 
them to try to increase their earning power. It is 
impossible to substantiate the correctness of this 
claim for it deals with a state of mind rather than 
with measurable facts. Whether the claim was right 

or wrong, however, was not as important as was the 
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fact that the business men believed it to be true. For 
their behavior was influenced by their belief. By 
reiterating constantly that the income tax was so 
heavy as to make exertions and risk-taking scarcely 
worth their while, business men were bound to con- 
vince themselves in the end that such was the case. 
Their willingness to take business risks was bound to 
be affected. A powerful psychological factor was thus 
probably added to other factors, which discouraged 
business enterprise. 

But the recent bitter feelings among entrepreneurial 
groups against existing schedules of the personal in- 
come tax were due not so much to the heavy sacrifices 
which were exacted from them thereunder as to the 
fact that these sacrifices were required for the sup- 
port of governmental policies which, in their opinion, 
were detrimental to the existence of the business sys- 
tem which they cherished. If these same sacrifices 
were required to support governmental policies of 
which they approved such as, for example, balancing 
the budget after the elimination of public works ex- 
penditures therefrom, they would have borne these 
sacrifices without much complaint. The necessity to 
turn over to the government a substantial portion of 
their income for the support of policies which they 
believed to be unsound, may have dampened here 
and there the natural inclination of business men to 
expand their operations. 

To summarize, two points should be made. Eco- 
nomically and objectively, the highly progressive 
rates of personal income taxes levied during the de- 
pression not only did not impede business activity, 
but in fact stimulated it. Psychologically and sub- 
jectively, however, in an atmosphere charged with 
political and economic prejudices, they may have 
exerted a deterring influence on business. The impor- 
tance of this influence, however, does not lend itself 
to measurement. 


Federal Business Taxes 


Let us turn now to our federal business taxes 
proper which are comprised of the corporation income 
tax, the so-called excess profits and capital stock 
The 


corporation income tax was levied before the depres- 
sion at a flat rate of 12 per cent. 


taxes, and finally, the employers’ payroll taxes. 


During the late 
1930's it was raised to a graduated scale of 12 to 18 per 
cent—still a relatively moderate rate. It is absurd 
to contend that a tax applicable only to corporations 
earning profits and levied at the rates specified, could 
have seriously interfered with business activity. No 
sensible person would hold that a business establish- 
ment will refuse to increase its output, if market con- 


ditions justify it, because of the thought that it would 
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be allowed to retain only 82 to 85 per cent of the 
added profits. 

The excess profits and capital stock taxes were 
levied at exceedingly low rates and could not have 
exercised any substantial depressive effects on the 
businesses subject to them. For a time the govern- 
ment levied an undistributed corporation profits tax, 
which contained some very undesirable features and 
created consternation among business men. But this 
tax was abandoned in the end. 

The imposition of the employers’ payroll taxes of 
4 per cent (3 for unemployment insurance and 1 for 
old-age and survivorship insurance), however, did 
constitute a more substantial burden on business es- 
tablishments because they had to be paid by an enter- 
prise irrespective of whether or not it earned a profit. 
Undoubtedly, these taxes in some cases reduced profits, 
but in others they probably prompted employers to 
introduce economies which made possible their ab- 
sorption by the enterprise. A survey conducted by 
Dun and Bradstreet (with the author’s assistance) of 
the taxes paid by some 25,000 business establishments 
in 1938 has shown that the employers’ payroll taxes 
amounted to the following percentages of their gross 
receipts: in manufacturing, 1.4 per cent; in wholesal- 
ing, 0.37 per cent, and in retailing, 0.46 per cent. 
These were by no means alarmingly large items. 
Anyone familiar with the operations of business 
knows that in most establishments costs and prices 
fluctuate so widely from one period to another that an 
addition to the operating costs amounting to 1 per 
cent or less of the sales receipts and applicable as 
well to other establishments operating in the industry, 
can be taken care of in most cases without great difficulty. 

sut while imposing added burdens on business, the 
employers’ payroll taxes also secured tangible benefits 
to the business economy as a whole. For it is quite 
improper to consider the effects of taxes without at 
the same time taking into account the effects of the 
expend‘tures made possible by them. Suffice it only 
to mention among the benefits secured by the payroll 
taxes the maintenance of a labor reserve in good 
physical condition through the payment of unemploy- 
ment insurance benefits; the orderly retirement of 
superannuated workers and their replacement by 
younger workers through the payment of old-age in- 
surance benefits; and above all, the improvement of 
social and economic conditions resulting from the 
operations of the social security system generally. No 
intelligent business man denies the worthwhileness of 
these taxes both from a social and business point of 
view. Nonetheless, the 3 per cent rate of the unem- 
ployment insurance tax was probably excessive. It 
yielded a revenue greatly in excess of the present out- 
lays for benefits and resulted in the accumulation of 


Janua 


large 
the n 
verse 
lowe! 
benel 
se 
their 
cordi 
abov 
State 
ing € 
tax— 
of tk 
their 
salin 
The 
ing 
inte: 
On 
witl 
valu 
nes: 
tive 
bus 
the 
inte 
rea 
pro 
to 
cur 
rel; 


Efi 


tiv 
Fe 
no 
nu 
ou 
dv 
D 
pl 
n¢ 
st 
it 


94] 
the 


ere 


ave | 


the 
rm- 
ax, 
ind 


his 


of 
for 
did 
cs- 
er- 
fit. 
its, 


ib- 
by 

of 
its 
eS 
SS 
al- 
nt. 
ns. 


i 


January, 1941 


large reserves which withdrew purchasing power from 
the market and to that extent affected business ad- 
versely. It would have been wiser to have imposed a 
lower tax and at the same time to have provided larger 
benefits and lower eligibility requirements. 

Before leaving the subject of business taxes and 
their effects on business activity, let me note that, ac- 
cording to the Dun and Bradstreet survey referred to 
above, all the taxes paid by business to the Federal, 
State and Local Governments taken together, includ- 
ing even that peer of all taxes—the general property 
tax—amounted in 1938 to the following percentages 
of the receipts of the business establishments from 
their sales: in manufacturing, 3.62 per cent; in whole- 
saling, 3.56 per cent; and in retailing, 2.14 per cent. 
These figures certainly do not indicate that taxes dur- 
ing that year were a large item of business expense 
interfering seriously with the prosperity of business. 
On the contrary, these figures suggest that compared 
with other items of business expense and with the 
value of the services rendered by government to busi- 
ness, taxes on business during the 1930’s were rela- 
tively light. Inasmuch as most of the taxes paid by 
business concerns are as a rule included by them in 
the prices of their goods in a similar way as wages, 
interest and rent and must be paid before profits are 
realized, they cannot be considered to be paid out of 
profits. A figure expressing the relation of these taxes 
to aggregate receipts from sales measures more ac- 
curately their burden than a figure expressing their 
relation to profits. 


Effect of Consumption Taxes 


But what about the effects exercised on business ac- 
tivity by the new consumption taxes imposed by the 
Federal Government during the 1930’s? We must 
note first of all these taxes were relatively few in 
number. They were comprised mainly of miscellane- 
ous excises including the federal gasoline tax intro- 
duced in 1932, i. e., before the advent of the New 
Deal, and the liquor tax imposed in 1933. The em- 
ployees’ social security tax first collected in 1936 does 
not belong to the category of consumer taxes in the 
strict sense of this term. 
it borders closely on this category. 

Although the levy on wages under the Social Se- 
curity Act amounting to 1 per cent reduced slightly 


Yet, in some of its aspects, 


the current consumption of actively employed wage 
earners, the expenditure of its proceeds increased the 
consumption of retired wage earners. 
case of the unemployment insurance tax, the govern- 
ment did not expend all of the revenue collected (and 
the corresponding employer’s tax) in the form of 


3ut as in the 


benefits; hence the net effect of the levy and expendi- 
ture of this tax was to reduce somewhat the pur- 
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chasing power of wage earners and therefore the 
demand on their part for consumer goods. This cur- 
tailment in demand, however, was relatively slight; 
and it was more than counterbalanced by the huge 
additions to the purchasing power of the wage-earn- 
ing population made through large governmental ex- 
penditures for relief, public works, and like things. 

The introduction of the liquor taxes following re- 
peal can scarcely be said to have reduced the pur- 
chasing power of consumers, for it was introduced 
simultaneously with the establishment of a huge new 
legitimate liquor industry, which increased greatly 
employment and consumer purchasing. 

Allin all, the various new federal levies of the 1930’s 
may have reduced the annual purchasing power of 
consumers at the most by $2,000,000,000. Offsetting 
this, however, the government’s expenditures for re- 
lief, public works, agricultural benefits and similar 
new items, put into the hands of the consumers fresh 
purchasing power aggregating some $4,000,000,000 to 
$5,000,000,000 per year. Thus, the net effect of the 
federal “spending,” taxing and borrowing policies was 
to increase the annual buying power of the consumers 
and, hence, annual demand for the output of industry 
by some $3,000,000,000 to $4,000,000,000. In addition, 
by making these huge outlays the government im- 
pelled business establishments to expand their opera- 
tions in order to meet the increased demand referred 
to above, and thereby to reémploy thousands of work- 
ers. In this manner it indirectly increased the buying 
power of the general body of consumers by an amount 
corresponding to its direct relief and recovery ex- 
penditures. Thus the combined direct and indirect 
increases in consumer buying power resulting from 
these fiscal policies of the government must have 
amounted to more than $6,000,000,000 a year. The 
assertion, therefore, that the Federal Government by 
its fiscal policies during the period 1933 to 1940 de- 
creased the purchasing power of the population and 
thereby impeded business activity and interfered with 
the reémployment of men is contrary to fact. 


It is true, the large expenditures of government 
had to be continued from year to year. Valuable as 
they were in increasing business activity, they could 
not increase it, however, to a point of complete re- 
covery. But this failure of business to recover com- 
pletely and become self-sustaining can scarcely be 
placed at the door of the expenditure policies of gov- 
ernment. The failure was obviously due to the exist- 
ence in our economy and that of the world at large of 
certain basic maladjustments which these expendi- 
ture policies were never intended to rectify and for 
which no immediate cure has as yet been found. But 
these expenditure policies have rendered valuable aid 
in mitigating the evil effects of these maladjustments. 
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Effects of Borrowing or “Deferred Taxation” 


It is also true that as a result of the huge federal 
expenditures of the 1930’s being financed, in the main, 
by borrowing, we have today a large debt. This 
brings us to the consideration of the question whether 
this borrowing, i. e., the deferring of taxation to the 
future, was justified; and also whether we will be 
able to take care of the accumulated debt in future 
years. It should be noted at this point that the funds 
borrowed by the government for relief and recovery, 
under the New Deal, consisted very largely of cur- 
rent savings and accumulated capital funds which 
were not being actively employed. The government 
mobilized these idle funds and used them to sustain 
the consumption of the millions of people who had 
lost their means of self-support. The mobilization of 
the country’s savings for this purpose gave a powerful 
stimulus to business by increasing demand for con- 
sumer goods. It increased employment, and enabled 
us to maintain our unemployed labor force physically 
fit. It provided an income to the savers and pos- 
sessors of capital generally which they otherwise 
would have had difficulty in procuring, and thereby 
facilitated the rehabilitation of our financial institu- 
tions. It made it possible for us to maintain our high- 
ways, school buildings, and other public properties in 
good repair, as well as to increase their number, with 
the result that the efficiency of our national economy 
has been increased. Above all, this policy has en- 
abled us to preserve the faith of our people in the 
essential soundness and fairness of our political, social 
and economic institutions. I feel confident that failure 
to direct our national savings and capital funds 
through governmental borrowing into the channels 
of the consumption of the poor would have resulted 
in a political, social and economic upheaval which 
would have seriously threatened our democracy, our 
system of private enterprise, and possibly even the 
institution of private property; and would have seri- 
ously weakened our capacity, at the present time, to 
prepare ourselves socially and militarily against any 
possible aggression from without. It would have been 
suicidal for our political, social and economic system 
to have permitted the wealthy groups in our society 
to hoard billions of dollars of savings, for which in- 
dustry had no use, while the poorer groups lacked the 
necessities of life. Such a course, in fact, would have 
worked against the best interests of our wealthy citi- 
zens. It does credit to our democracy that we fol- 
lowed a different course. 
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Conclusion 


We conclude, therefore, from the survey of our 
federal spending, borrowing and taxing policies of the 
past eight or more years, that, in the main, they have 
stimulated business activity and the reémployment of 
workers. These policies would have stimulated a 
much greater business activity but for the adverse 
psychological effect on the business community inad- 
vertently engendered by the unnecessarily brusque 
manner in which some of these policies were formu- 
lated and presented. I am convinced that if these 
same policies had been offered with more regard for 
the sensibilities of businessmen, they would have been 
objected to much less and the stimulus to business 
activity and reemployment engendered by them would 
have been much greater. 


We are faced today with a situation which requires 
the development of an even more extensive bold and 
orderly fiscal policy than that which we have been 
pursuing for the past three years. The policy must 
aim, not only at a rapid increase of our outlays for 
national defense, but also the maintenance of a sub- 
stantial amount of outlays for relief and recovery and 
Above all, the 
policy must provide for a perfect adjustment at all 
times of taxation and borrowings both as regards their 


forms and extent to the required volume and types of 
expenditures. 


increase of outlays for social security. 


We cannot consider ourselves pre- 
pared, either militarily or socially, for the defense of 
our country against possible aggression from without, 
so long as we have millions of people unemployed or 
living below standard, and a substantial proportion 
of our productive resources generally going to waste. 
We have a sufficient reserve of productive capacity to 
be able not only to produce a large quantity of war 
materials and maintain a large force for defense, but 
also to increase our production of consumer goods for 
the use of our civilian population and especially for the 
raising of the standard of living of our lowest income 
groups. Fiscal policy, properly devised in its three 
branches of outlays, taxation and borrowing, should 
help us to achieve these ends. If it is organized in 
such a way as to secure a full utilization of our pro- 
ductive resources for the accomplishment of these 
purposes, the increase in our national income and 
national security obtained thereby, will protect against 
any ill consequences of either the increased taxes or 
the increased national debt. 


Fe 


seldo 
adeq 
techr 
such 
mad 
pe In 
the t 


Gift 

A 
atto 
trus 
tax. 
usu 
the 
of 1 
act 
in 1 
tru: 
ing 
ag 
by 
the 
the 
ter 
or 
th 
be 
ed 


941 


our 
the 
ave 
t of 
da 
ATSe 
ad- 
que 
nu- 
ese 
for 
een 
1eSS 
uld 


ires 
and 
een 
ust 
for 
ub- 
ind 
the 

all 
leir 


var 
but 
for 
the 
me 
ree 
uld 
in 
ro- 
ese 
ind 
nst 


or 


Federal Taxation of Alimony Trusts 


By CHARLES W. TYE’ 


LTHOUGH alimony trust agreements have be- 
come an established custom wherever divorce 
or separation of the husband and wife occurs, 

seldom does the attorney handling such matters give 
adequate and sufficient consideration to the highly 
technical and increasingly important tax aspects of 
such agreements. In this article an attempt will be 
made to treat the matter from the attorney’s stand- 
point, in order that he may have a clearer picture of 
the tax problems confronting him. 


Gift Tax Status 


A tax question to be considered by the husband’s 
attorney who contemplates the creation of an alimony 
trust for the benefit of the ex-wife is that of the gift 
tax. In this connection it can be asserted that there is 
usually a legally sufficient consideration to support 
the trust agreement; but this fact would not, in and 
of itself, preclude gift tax liability since the gift tax 
act contemplates “an adequate and full consideration 
in money or money’s worth.” However, in alimony 
trusts the more important element of the gift is lack- 
ing, namely, the donative intent which is essential to 
a gift. The necessity of donative intent is recognized 
by the gift tax regulations, and since the husband and 
the wife are usually dealing at arm’s length through 
their respective counsel, such intent as a factual mat- 
ter does not exist. Therefore, no gift to the wife is 
ordinarily intended and none in fact is made. In fact, 
the creation of an irrevocable alimony trust for the 
benefit of the divorced wife has never, to my knowl- 
edge been subjected to a gift tax, and I have found no 
published ruling or court decision wherein the ques- 
tion was directly presented. 

However, the correlation between the income and 
the gift tax should be kept in mind, since it seems clear 
that if actually a gift is made as contrasted with a 
transfer in discharge of the marital obligation, the 
husband will escape income tax liability. The courts 
have held in a number of income tax cases that the 
income from the trust is taxable to the husband unless 
in the first instance the transfer constituted a taxable 
gift.'| Therefore, unless an obligation exists which is 

* Attorney at Law and Tax Counsel, Law Firm of Pacht, Pelton, 
Warne & Black, Los Angeles; Assistant Professor of Law, Pacific 
Coast University Law School. 


1 Shanley v. Bowers, 81 Fed. (2d) 13, 36-1 ustc § 9069; Glendinning 
vu. Commission, 97 Fed. (2d) 51, 38-2 ustc J 9348. 


being discharged through 
the medium of the trust, 
a gift is possible and it 
would then follow that in- 
come tax liability would 
be imposed either upon the 
trustee or the beneficiary 
of the trust and not the 
trustor. 


Income Tax Status 

The income tax conse- 
quences of divorce settle- 
ments have been in the 
process of judicial devel- 





opment since 1917, but, 
unfortunately, not until : 
recent months have the oe ff 


rules governing the same 
been definitely established 
by the Supreme Court of 
the United States. Back in 1917, the Supreme Court of 
the United States in the case of Gould v. Gould,? held 
that ordinary alimony payments without an agreement 
are not taxable income of the ex-wife, and may not be 
deducted from the taxable income of the husband. Thus, 
the divorced wife was not considered a separate tax- 
payer in so far as alimony payments were concerned. 
After the Supreme Court had enunciated this rule, 
there was no further important development of this 
phase of the income tax law until 1935 when the Su- 
preme Court of the United States in Douglas v. Will- 
cuts, after accepting the correctness of the Gould case, 
held that the income of an irrevocable alimony trust 
is taxable to the husband. 


Charles W. Tye 





In this case, an agreement was entered into between 
Mr. Douglas and his wife on the date an action for 
divorce was filed in the State of Minnesota, under the 
terms of which a trust of securities was created for the 
wife’s benefit. The agreement provided for a life 
income in specified amounts for the trustor’s wife, and 
specifically stipulated that it was created “in lieu of 
any and all dower rights or statutory interests,” and 
“in lieu of any and all claims for separate maintenance 
and allowance.” An absolute divorce was obtained by 


3245 U. S. 1: t were 7 13. 
3 296 U. S. 1; 36-1 ustc {| 9002. 
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the wife and the terms of the trust were incorporated 
in the decree. 


The Supreme Court, in applying the broad doctrine 
of constructive receipt, held that the trust was created 
“as the channel for the application of the income to 
the discharge of the husband’s obligation,” and held 
that “the net income of the trust fund, which was paid 
to the wife under the decree, stands substantially on 
the same footing as though he had received the income 
personally and had been required by the decree to 
make the payments directly.” In other words, the 
court held that a taxpayer constructively receives in- 
come which he has indirectly paid or caused to be 
applied in settlement of his legal obligations. 

In the last analysis, the basis for the decision in 
Douglas v. Willcuts is that the creation of the trust 
did not release the husband from the duty of support- 
ing his wife, and by incorporation of the terms thereof 
in the decree, the obligation was not discharged but 
remained a continuing obligation to support even after 
the divorce had become final. 

[t should also be noted in passing that the Supreme 
Court in its opinion stressed the fact that under the 
statutes and decisions of Minnesota, an obligation was 
imposed; the decree incorporated the terms of the 
trust and the court had continuing jurisdiction to 
reopen and revise the same, and the trust by its terms 
required the husband to make up any deficiency if the 
trust corpus failed to produce the required income. 
In other words, the obligation was not discharged but 
continued both under the terms of the trust and under 
the applicable state law. 

The rule enunciated by the Supreme Court in the 
Douglas case, supra, was severely criticized, and 
almost immediately various lower courts and the Board 
of Tax Appeals attempted to limit its application.* 
However, attempts by individuals to avoid the effect 
of the decision have seldom been successful, especially 
where divorce or separation is the motivating force 
for the trusts creation. 

In three comparatively recent cases the Supreme 
Court has now established definite rules governing 
the taxation of income from alimony trusts, although 
the details of application still remain to be worked out. 

In the first of these three cases, /Telvering v. Fitch,® 
the Supreme Court heid that the husband trustor of 
an alimony trust is taxable on the income therefrom, 
unless the applicable state law and the terms of the 
trust grant the husband a full discharge of his obliga- 
tion with no possibility of any contingent continuing 





* Golder, 39 BTA 670; Blumenthal, 34 BTA 904; Fitch v. Commis- 
sioner, 103 Fed. (2d) 702 (reversed by Sup. Ct.); Fuller v. Helvering, 
105 Fed. (2d) 903; Helvering v. Leonard, 105 Fed. (2d) 900; Alsop 
v. Commissioner, 92 Fed. (2d) 148 (cert. denied, 302 U. S. 767); 
Thomas v. Commissioner, 100 Fed. (2d) 408; Donnelly v. Commis- 
sioner, 101 Fed. (2d) 879 (cert. denied, 59 Sup. Ct. 1043). 

5 Decided January 29, 1940. 60S. Ct. 427, 40-1 ustc § 9209. 


® Decided April 22, 
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obligation existing. Careful wording of the alimony 
trust would not be sufficient under such an interpreta- 
tion, since, if, by local law, there is any possibility of 
the obligation continuing after the creation of the 
trust, the discharge is not complete and the husband 
is still liable for the income tax. 


In this particular case, the taxpayer contended that 
in his trust there was no continuing obligation which 
was satisfied by the trust income, in that the property 
and alimony settlement, which was approved by the 
Iowa Court, accomplished an absolute discharge of 
any further duty or obligation to support his divorced 
wife, and that therefore the decision of the court in 
Douglas v. Willcuts, supra, was not applicable. The 
Supreme Court, in denying the contention of the tax- 
payer in the Fitch case to the effect that there was no 
power in the Iowa Court to modify the alimony award 
or property settlement, held that the case was not dis- 
tinguishable from the Douglas case, supra, since the 
“respondent has not clearly shown that in Iowa di- 
vorce law the Court has lost all jurisdiction to alter or 
revise the amount of income payable to the wife from 
an enterprise which has been placed in trust.” 

However, in the second case, Helvering v. Fuller,® 
the Supreme Court held that since Nevada law per- 
mits an absolute discharge of a husband’s obligation 
for support, the husband was not taxable on the in- 
come from an alimony trust created for the benefit of 
his divorced wife. In this case the taxpayer and his 
wife, residing in Connecticut, entered into an agree- 
ment in contemplation of divorce which provided for 
the creation of an irrevocable trust. The taxpayer 
agreed to the payment of $40 per week to his wife, and 
in addition thereto a trust was established. It was to 
continue for a period of ten years, during which period 
the income therefrom was to be paid to the wife, and at 
its termination the trust property was to be trans- 
ferred to the wife outright. The right to vote the 
stock during the term of the trust was retained by the 
husband. The wife subsequently obtained a Nevada 
divorce, and the Nevada decree approved the trust 
agreement. Although the husband was held taxable 
on the weekly payments of $40 under the rule of 
Douglas v. Willcuts, supra, the trust income was held 
not taxable to the husband after the divorce, since the 
trust discharged the obligation to 


support under 
Nevada law. 


The court indicated that the situation 
was no different from that which would have existed 
if the husband had transferred securities outright in 
discharge of his obligation. In other words, the Su- 
preme Court could find no continuing obligation, con- 


tingent or otherwise, after the divorce decree was 
entered. 


1940. 60S. Ct. 784; 40-1 ustc § 9419, 
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It is important to note that, although the Nevada 
law supplies an escape for the husband from taxation, 
it is not absolutely necessary that the trust be created 
in Nevada in order to avoid having the income taxed 
to the husband. In this case a Connecticut trust 
company was named as trustee, and this fact did not 
apparently alter the court’s decision. Also, and more 
important, it seems to me, is whether the divorced 
wife is taxable on the income of such a trust in view 
of the Supreme Court’s own decision in the Gould 
case, supra, that alimony is not taxable to the wife. 
Possibly the court in stating that it could not differ- 
entiate between an irrevocable trust and an 
outright transfer in a case where the dis- 
charge is complete, opens the way for subject- 
ing the wife to the income tax without 
changing the established rule of the Gould 
case, supra. Certainly it would seem someone 
will be required to pay the tax, and if the trus- 
tor husband is held not taxable and by the 
terms of the trust all income is distributed 
so that the trustee is not obliged to pay, 
then the wife must of necessity be removed 
from her present “unique” position of not 
being a separate taxpayer as to alimony 
payments. However, under existing deci- 
sions it is possible that no one will pay the 
tax and the duty will fall upon Congress 
to plug this possible loophole. Perhaps 
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guaranteed the principal amount and 6% interest. 
The Court held that the guarantee, though contingent, 
was a continuing obligation and that the divorce de- 
cree did not discharge this contingent liability. The 
income from the remainder of the trust assets was also 
held taxable to the husband because he was not able 
to show by “clear and convincing proof” that the New 
York law, the divorce decree, and the trust agreement 
had given him a full discharge of his obligation to 
support his divorced wife. 

Although many practical questions are still left un- 
answered by the above mentioned Supreme Court 


66 
Ik seems reasonable to assume that 


since the government has not attempted to collect gift taxes on 
alimony trusts, that they will collect estate taxes. However, if 
imposition of the estate tax is conditioned upon the income 
being taxable to the trustor husband, then in cases falling with- 
in the rule of Helvering v. Fuller, it would appear that neither 
an estate tax nor a gift tax would have to be paid. The neces- 
sary donative intent is lacking for gift tax purposes and there 
is no reservation of interest or continuing obligation upon 
which to base the estate tax. Congressional action will be need- 
ed to clarify the situation, unless the answer be found in the 
exception to Section 302 (c), as amended, to the effect that it is 
not applicable ‘in case of a bona fide sale for an adeqate and 
full consideration in money or money’s worth.’ ” 


See ————SSSSSSSSSSSSSSGSGSeSe 
$$ 


the United States Supreme Court had this in 
mind in the Fuller case, supra, when it said, 


“This is not to imply that Congress lacks authority to design 
a different statutory scheme applying uniform standards for 
the taxation of income of so-called alimony trusts.” 


The Supreme Court also observed, in passing up 
the point, that though the divorce decree extinguishes 
the husband’s preéxisting duty to support the wife, 
and though the trust agreement places no such obli- 
gation on him, the agreement may nevertheless leave 
him with sufficient control over or interest in the trust 
as to make him the owner of the corpus for purposes 
of the income tax under the rule promulgated in 
Helvering v. Clifford." In other words, a short-term 
irrevocable alimony trust may have the effect of sub- 
jecting the trustor husband to tax irrespective of 
whether there has been a complete discharge of the 
obligation to support. 

In the third case, Helvering v. Leonard,*® the Su- 
preme Court held the trustor husband taxable on the 
income of a trust established in accordance with a 
New York divorce decree. The trust was created 
during the divorce proceedings and consisted of both 
securities and cash. As to the securities, the husband 





7 Decided Feb. 26, 1940. 
§ Decided April 22, 1940. 


60 S. Ct. 554; 40-1 ustc {| 9256. 
60 S. Ct. 780; 40-1 ustc 7 9420. 


decisions, it now seems clear that the existence of a 
legal obligation continuing from year to year is essen- 
tial to the husband’s taxability, and that such obliga- 
tion can either be voluntarily self-imposed or be 
imposed by the force of a statute or court decree. 
However, the voluntary creation of an irrevocable 
trust would not necessarily subject the husband to tax, 
unless there was an intention to use the trust for the 
purpose of discharging a legal support obligation, for 
the reason that there is no presumption that all gifts 
from a husband to a wife are intended as a discharge 
of his duty to support. In other words, if it can be 
shown that the wife was supported from other funds, 
then the trust does not in fact discharge the obliga- 
tion and in such a case either the trustee or the wife, 
as a beneficiary, would pay the tax depending on 
whether the income is accumulated or distributed. 
Also, if under the applicable state law there is no 
obligation to support the wife after the divorce decree 
has been entered, then no obligation is in fact dis- 
charged and certainly the husband trustor would not 
be taxable on the income of a trust which is in fact 
used by the wife for her support and maintenance but 
which is not required to be so used. I assume, of 
course, that the husband has not, by creating the trust, 
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voluntarily assumed a continuing duty to support. If 
such be the case, then there appears to be no logical 
basis for distinction between a voluntary obligation 
and one imposed by law and the husband would be 
subject to tax on the income therefrom. 

Also, if under the applicable state law the obligation 
ceases on remarriage of the divorced wife, the ex- 
husband should escape tax liability. However, if the 
state law so provides, the trust agreement should be 
carefully drafted to meet this contingency for the 
reason that the Fitch case, supra, requires both the 
state law and the terms of the trust to discharge 
the obligation. For example, a self-imposed obligation 
may subject the trustor husband to tax after remar- 
riage of the divorced wife, although under the ap- 
plicable state law the obligation to support has terminated 
by subsequent remarriage of the divorced wife. 

Although, as already noted, remarriage of the wife 
may or may not terminate the obligation to support 
and the consequent income tax liability of the ex- 
husband depending on whether the obligation which 
existed at the time the agreement was entered into 
continues irrespective of remarriage, what is the status 
of the situation upon the subsequent death of the 
husband? It was held in the case of Thomas v. Com- 
missioner,? that death terminates the obligation and 
thereafter the ex-wife is taxable on the income from 
the trust. The following language from the con- 
curring opinion in the Thomas case, supra, is especially 
important, however: 


“T concur, but I wish to state some doubts, which seem to 
me substantial, as to the propriety of taxing a widow upon 
the income. of a trust fund, accepted by her during her hus- 
band’s life, in exchange for alimony. The husband is con- 
fessedly taxable upon that income while he lives, and the 
wife is not; we are holding that the reverse is true after his 
death. In principle I find it very hard to support this change, 
because the income during the latter period seems to me 
equally with that during the earlier, part of a single considera- 
tion. The husband’s liability is only for their joint lives, which 
is always actuarially a shorter period than the life of either 
one. Ordinarily, therefore, the annual income will be less than 
what she would have accepted, if she were confined to the 
period during which he is liable. If it were practicable to 
continue the tax upon his estate after his death, I should 
therefore think that that was the proper way—he has given 
a quid pro quo measured by a less sum for a longer period. But 
I cannot see how this could be administered in practice. The 
income of the trust must be calculated as part of the husband’s 
income, which, being dead, he cannot have; and it would not 
be possible even by impounding some part of his estate to 
provide for it. True, one could in that way secure the normal 
tax, but that is not enough; the actual tax could not even be 
calculated. I know that it is not a very good reason for taxing 
one person that it is impossible to collect the tax out of 
another, but we are continually admonished that taxation 
is a practical matter, and here I am disposed to accept that 
as an adequate excuse. The result may be somewhat unfair 
before the law is fixed, but thereafter women who accept 


* 100 Fed. (2d) 408; 38-2 ustc © 9606. 
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such settlements will be apt to take into consideration the 
fact that if their husbands die first, the tax will shift to 
them.” 

The above is the counter argument of Judge Learned 
Hand concurring in the Thomas decision. This argu- 
ment is consistent with the reasoning in the Glendin- 
ning and Alsop cases, supra, holding the trust income 
taxable to the husband after the remarriage of the 
wife. The fact of death, rather than remarriage intro- 
duced the difficulty in the Thomas case—namely, of 
keeping the husband’s estate open for the purpose of 
paying the tax. 

Is there a legal basis for distinguishing between 
remarriage and death? In both the Alsop and Glen- 
dinning cases, supra, remarriage did not affect the hus- 
band’s income tax liability and cause the same to be 
shifted to the wife. True, there are certain practical 
difficulties involved in keeping open the estate of the 
deceased husband indefinitely in order to ascertain 
and pay the tax, but this appears tc be the only ob- 
jection, assuming the obligation a continuing one 
throughout the life of the wife. Equitably, of course, 
there is no logical reason why the wife should not pay 
the tax from and after the date of death of her ex-hus- 
band, but whether the rule of the Thomas case or the 
rule of the Alsop and Glendinning cases will prevail is 
purely a matter of conjecture at this time. However, 
at the time the trust agreement is prepared, this dan- 
ger and difficulty can be eliminated by expressly pro- 
viding that death or remarriage will terminate both 
the obligation of support and the consequent tax lia- 
bility of the husband or his estate. However, as a 
practical matter, it is often impossible to force such an 
agreement upon the divorced wife since it has the 
effect of penalizing her to the advantage of her ex- 
husband or his estate. It would also appear possible 
in preparing the agreement to provide expressly who 
shall pay the tax and in which brackets the same 
should fall. As between the parties, this should be 
valid regardless of who the government attempts to 
assess. 

It might also be pointed out that several cases have 
held in effect that the trustor of an irrevocable trust 
is not taxable upon the income therefrom unless its 
use in discharging the marital obligation is by the 
terms of the trust mandatory. Thus, if the trust 
agreement provides that the trustee shall have the 
discretionary right to distribute, then only the income 
which is actually used to discharge the obligation is 
taxable to him. Of course, if a portion of the income 
is to be accumulated for future distribution to the 
trustor, he will have to pay the income tax thereon; 
or if there is a possibility of reverter clause in the 
trust and some income is accumulated, he may be 
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taxable under the Kaplan case,’® especially in view of 


ihe Supreme Court decision in the Hallock case." 


Estate Tax Status 

The estate tax status of alimony trusts is not too 
clear, although the cases relating to irrevocable trusts 
in general are equally applicable to alimony trusts. 
Thus, if the husband trustor reserves a contingent 
interest whereby upon the happening of certain events 
the corpus of the trust will revert to him, the case of 
/elvering v. Hallock, supra, applies and will subject the 
corpus of the trust to the estate tax in the estate of 
the husband. This decision overruled many prior de- 
cisions and necessarily affects many existing alimony 
trusts containing possibility of reverter clauses. 
Where such clauses are present in existing trust agree- 
ments, consideration should be given to relinquishing 
the contingent interest only after carefully studying 
the possible application of the gift tax to the relin- 
quishment. Also, if the husband has reserved a life 
interest in whole or in part in an alimony trust created 
after the Joint Resolution of March 3, 1931, the corpus 
of the trust or a proportionate amount thereof would 
be subjected to the estate tax upon the death of the 
trustor husband. Helvering v. Bullard, and Hassett 
v. Welch.“ 

Suppose, however, that the husband trustor creates 
an irrevocable alimony trust which does not relieve 
him of income tax liability, but in which he has 
reserved to himself no interest whatsoever. Is the 
corpus of such a trust subject to the estate tax upon 
the death of the husband? In this connection, Sec- 
tion 302 (c) of the Revenue Act of 1926, as amended 
in 1932, provides in part that “the enjoyment of, or 
the right to the income from, the property” is within 
the intended scope of the estate tax act as applied 
to irrevocable trusts. It is very possible that the 
corpus of an alimony trust will be subjected to the 
estate tax on the theory that the husband is the real 
beneficiary of the trust by reason of the discharge of 
his legal obligations and that he thus has the “en- 
joyment” of such income within the meaning of Sec- 
tion 302 (c), as amended. The regulations without 
doubt subject the corpus of such trusts to the estate 
tax, but the decisions to date are not conclusive and 
leave many questions unanswered. The argument for 
subjecting the corpus of an alimony trust to the estate 
tax upon the death of the trustor husband is derived 
from the language in the case of Douglas v. Willcuts, 
supra, where the Supreme Court said: 


“In the present case, the net income of the trust fund, which 
was paid to the wife under the decree, stands substantially on 


1 Kaplan et al. v. Com., 26 BTA 379; 66 Fed. (2d) 401. 

1 Helvering v. Hallock et al., 60 S. Ct. 444; 40-1 ustc § 9208. 
12 309 U. S. 297; 38-1 ustc 1 9489. 

13 303 U. S. 303; 38-1 ustc § 9140. 
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the same footing as though he had received the income per- 
sonally, and had been required by the decree to make the 
payments directly.” 

Thus, although there would appear to be some cor- 
relation between the income tax and the estate tax in 
such trusts, mm a weak case on the point, Estate of 
Donnelly,'* the Board of Tax Appeals refused to apply 
the Douglas case, by way of analogy, stating that 
Section 302 (c) was not intended to cover such a trust 
set-up. However, the dissenting opinion in the Donnelly 
case, in following the Commissioner’s assertions, 
urged that since the income would be taxable to the 
trustor husband under the Douglas case, the corpus 
should be subject to the estate tax. 

It seems reasonable to assume that since the gov- 
ernment has not attempted to collect gift taxes on 
alimony trusts, that they will collect estate taxes. 
However, if imposition of the estate tax is conditioned 
upon the income being taxable to the trustor husband, 
then in cases falling within the rule of Helvering v. 
Fuller, supra, it would appear that neither an estate 
tax nor a gift tax would have to be paid. The neces- 
sary donative intent is lacking for gift tax purposes 
and there is no reservation of interest or continuing 
obligation upon which to base the estate tax. Con- 
action will be needed, it seems to me, to 
clarify the situation unless the answer be found in the 
exception to Section 302 (c), as amended, to the effect 
that it is not applicable “in case of a bona fide sale for 
an adequate and full consideration in money or money’s 
worth.” In this connection it has been held that a 
maintenance trust involves a sufficient transfer of 
consideration within the meaning of the statute.’ 


gressional 


Conclusion 


While the tax problems which confront the attorney 
preparing an alimony trust agreement are numerous 
and complicated, these same complications offer a 
splendid opportunity for real service if the attorney 
will conscientiously acquaint himself with the appli- 
cable revenue laws and decisions construing the same. 
IWe should also acquire a working knowledge of the 
particular state laws with which he may be concerned. 
Too little thought has been given in the past to the 
preparation of such agreements as evidenced by the 
mass of litigation which has been and now is before 
the courts. The anticipation of the tax complications 
at the tine of creation will usually insure more favor- 
able treatment in subsequent years and the result— 
a satisfied client. This preliminary investigation is 
now possible more so than in the past since the rules 
governing the taxation of alimony trusts, especially 
the income therefrom, are now well established. 


438 BTA 1234. 
Brokaw Estate, 39 BTA 783. 












































UR REAL problem in peace, preparedness, 
or war is the full employment of men, money, 
and property and, at the same time, the 

retention of a maximum amount of freedom to the 
individual as to what he shall do with his hands, his 
money, or his facilities. 

A thorough study of the reasons for the surrender 
of liberty and the growth of dictatorship in many 
European countries shows that practically all of these 
changes come about because of the inability of the 
existing forms of government to solve the unemploy- 
ment problem. The leaders chosen were those who 
presented a solution, even though it required the con- 
fiscation of property and the use of force, if necessary. 
The support that these men have received shows that 
eventually all people prefer jobs and bread to that 
less tangible thing we call “liberty’, and we may be 
sure that this is also true with our own citizens. 

The power of dictators to set the wages of labor, 
rents, the interest rates on money, the prices of food 
and commodities is the power that makes it possible 
for them to solve the unemployment problem, par- 
ticularly when this power is backed by force and the 
threat of confiscation. 


Criminal injustice may be done to many people, but 
the nation as a whole can only be strengthened when 
men, money, and property go to work at whatever 
wage, interest rate, or prices may be dictated. Every 
unemployed man saps the strength of his country. 
Every productive man may increase the wealth of his 
country. Civilization is a condition in which men 


* Based on a recent discussion at The Federal Tax Forum, New 
York City. 


** Honorary Chairman, National Committee for Incentive Tax- 
ation. 
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A New Attack on Depression’ 


By C. WILLIAM HAZELETT** 


seek to serve and cooperate with one another and not 
to destroy one another. The history of the world is 
being determined by the way in which the unemploy- 
ment problem is solved. 


The dictators have achieved power for one basic 
reason, and that is: the governments they replaced were 
unable to solve the unemployment problem. The dicta- 
tors solved it by building war machines. The more 
democratic countries have never found a solution. The 
result has been that the democratic nations have been 
weak in the face of dictatorships which have put their 
people to work. Regardless, however, of the form of 
government, the same problem will appear far more 
acutely when men again lay down their arms. 


The success and progress of any government may 
be measured by its ability to raise and protect the 
living standard of its people. As we review the major 
governments of the world, we find no successful ones 
in the light of this definition. We may, therefore, 
conclude that no ruling power has found or applied 
a solution of this problem. Our living standards, al- 
though still the best in the world, have decreased, and 
there is grave doubt as to our ability to protect and 
maintain even this lower level. We do know that the 
correct policy must be a constructive method of bring- 
ing about the full employment of men, money, and 
property. 

The problem has seemed infinitely complex because 
of the fact that the operation of one business at its 
employment capacity involves thousands of necessary 
actions by others, and no controllable device has been 
found which would stimulate all of them simultaneously. 


This presentation will undertake to disclose a sim- 
ple procedure which is regarded by many leading 
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authorities as a practical method of attack on this 
disease, which is as deadly as war. This malady 
which is a cause of revolution and war and has made 
millions of lives not worth living! 

We shall not discuss theories or possible causes of 
the disease but present specific actions necessary to 
destroy the arch enemy of civilization—unemployment. 

A large business, as, for example, the manufacture 
of automobiles, can only increase its employment or 
maintain its employment at capacity when all of its 
departments, all of its sources of raw materials, parts, 
power, and transportation also increase and maintain 
their employment to capacity. Moreover, the sale of 
its products must increase to the same degree, which 
requires that its customers shall be increasingly em- 
ployed and therefore be able to buy the capacity out- 
put. Now, the customers of the automobile business 
include practically all of the workers of the nation. 
In other words, we must have approximately full and 
permanent national employment before our automo- 
bile manufacturers can operate to employment 
capacity regularly. 

Employment is the direct result of 


(1) The employer’s use of his money to employ men to 
produce goods and services; and 

(2) The customer’s use of his money to buy goods and 
services from the employers. 


If either the customer or the employer delays the 
spending, lending or investment of his money for a 
longer time than he does when employment is at its 
maximum, men are out of work for the period of this 
delay. Since these men have no wages with which to 
buy what other men produce, these latter are also out 
of work. 

In other words, if the average citizen, be he manu- 
facturer, farmer, worker, or banker, holds his money 
in a given year an average of six months before using 
it to create employment and in the next year holds it 
only an average of three months before doing so, we 
would have, in the latter year, twice the wages paid, 
twice the purchasing power, and, assuming a given 
price level, twice the national income, and without any 
increase in our money supply. 

To sum up: We must find a way to increase the 
promptness with which all classes spend, lend or invest 
their money in such ways that result in employment or 
production. 

It will be asked: “What prevents people from doing 
this now?” The answer is that a worker does not 
spend his wages promptly if he is in fear of losing 
his job. Now, losing his job means that the customer 
or his employer delays using his money. 

3usiness delays spending, fearing loss of its market, 
or, in other words, business has no assurance that its 
customers will use their money to buy its goods and 
services. 


INCENTIVE TAXATION 25 


This condition may be summed up in the statement 
that “confidence” on the part of business, labor, and 
the farmer, is a conviction that their customers and 
employers will continually use their money promptly 
in ways which result in employment. 


NCENTIVE taxation is a proposal to use the tax- 

ing power of the Federal Government to stimulate 
employment. It has numerous precedents, such as 
the protective tariff, which is a form of incentive taxa- 
tion to promote domestic employment and one that 
has never been abandoned. 

Since people invest money to employ men in busi- 
ness only for profit and will not otherwise risk their 
money, we may decisively conclude that a correct 
plan must increase the possibilities for profit in busi- 
ness, with the limitation that the profits cannot lie idle. 


We have shown above that our answer must be 
applicable to all business. There are only two powers 
which can be applied to all business: force and the 
tax power. The latter is the only democratic device 
available for our purposes, and it must be applied in 
such a manner as to give a universal profit incentive 
for employment. 


The major proposals of incentive taxation are as 
follows: 

(1) A high federal tax base rate on both individuals and 
corporations, reducing this rate rapidly in proportion to the 
promptness with which the individuals and corporations con- 
tinually spend, lend, or invest their money in ways which, 
in the normal course of business, result in employment. 


(2) Higher local taxes on idle property and lower local 
taxes on property in reasonable use. 

(3) Income, for individual tax purposes, shall be defined 
as the living standard of the taxpayer, applying high tax 
rates to people having excessively high living standards and 
rapidly decreasing the tax rates on those of moderate living 
standards and exempting all dollar income used in business 
which causes employment. This form of incentive taxation 


promotes the sharing of the only real profits, namely, living 
standards. 


(4) Monopolies shall state their maximum service capacity 
and shall be assessed at minimum tax rates when operating 
thereat. The rates shall be steeply increased in proportion 
to the decrease in their service below capacity, and all other 
forms of regulations shall be abandoned. 


Space only permits a detailed discussion of the basic 
proposal No. 1. The correct method of applying in- 
centive taxation is to place a tax on money itself when 
idle, reducing the rate to zero when the money is 
reasonably used. There is some question, however, 
as to the federal constitutionality of this method of 
application at this time. 

The following tax bill is based upon levying high 
income tax rates on corporations and individuals who 
hold money idle and reducing these income tax rates 
in proportion to the promptness of spending, lending, 
or investment, which is clearly constitutional. We 
may define idle money as money, whose spending, 
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lending, or investment is unreasonably delayed. The 
determination of the promptness of its use appears in 


the proposed legislation. It is desirable that the base 


rates shall be high enough and the reductions great 
enough to provide sufficient incentive—because of 


greater profits—to compel all who control substantial 


amounts of money to use it continually to provide 


employment. It is in effect, a tax on idle money, re- 


moving the tax when the money is reasonably used. 
We would thus tax the idle billions into wages, salaries, 
hous ng, farm prices—into production. 


A BILL 
TO PERMANIZE EMPLOYMENT BY 
INCENTIVE TAXATION 
Be It Enactep As FOLtows: 

Sec. 1. All federal taxation of excess profits, capital gains, 
and undistributed surpluses is hereby repealed. 

Sec. 2. Instead of the above taxes, the corporate base in- 
come tax rate shall be increased to 30%. This rate shall be 
progressively reduced at the rate of 2% for each money 
turnover to a maximum reduction of 12%.* 


CALCULATION OF MONEY TURNOVER 
1. Average monthly cash balance during year 
2. Real disbursements during vear 
3. Turnover rate of money (Item 2 divided by Item 1) 
Sec. 3. Individual taxpayers shall be allowed a reduction 
in the income tax as now assessed at the rate of 5% for each 
money turnover to a maximum reduction of 25%. 


DEFINITIONS 


For the purpose of this Act cash is a/l money under the 
control of the taxpayer on the first of each month, 
wherever located. 

Real disbursements are all expenditures for goods moving 
directly to consumption, or for services, or for the pay- 
ment of dividends, taxes, or insurance premiums, or for 
charity, or the public welfare, or for the purchase of 
stocks, bonds, or mortgages from the original issuers 
thereof (excepting securities of holding companies), or 
any payments on a normally direct course to provide em 
ployment. 

Sec. 4. Congress shall appoint a committee to examine, 
from time to time the effects of these provisions and_ to 
recommend changes in the above base rates or deductions 
therefrom, to give sufficient incentive to the maximum prac- 
tical use of money and provide for the revenue needs of the 
government. This committee is hereby authorized to modify 
the definition of disbursements for the purposes of this Act 
and to specify penalties for attempts to evade the specified 
rates by transactions contrary to the spirit of this Act. 
Nothing in this Act shall be construed as directing what a 
taxpayer shall do with his money. 


HE PROPOSED tax eliminates taxation on 

excess profits, undistributed profits, and capital 
gains and substitutes therefor a tax on money not 
turning over in bona fide transactions reasonably 
often. This will eliminate all these items in the 
present returns, substituting therefor simply the tax 
on idle money, which includes IDLE excess profits, 
IDLE undistributed profits, and IDLE capital gains. 


* Figures are suggestive only. 


Tax Magazine January, 1941 
If these various cash items are turned over, say, three 
times per annum in real transactions, there are oppor- 
tunities for three profits to be earned and to be taxed 
each year. These profits would be earned regularly, 
and the government would receive far more depend- 
able revenue from taxing these profits than from the 
confiscation of working capital, (which prevents the 
earning of any taxable profits in the future, as it does 
now) and at the same time it would tremendously 
simplify our taxing methods. 

The tax on stagnant money substitutes and requires 
private and corporate spending in place of federal. It 
furnishes the capital for business and the purchasing 
power for its products continuously. \Ve must note 
here that, if either corporate or individual cash is idle, 
we have no revenue for the government and no em- 
ployment for labor, our main problems. 

Owners of money are scarcely aware of what hap- 
pens to the value of their money when many people 
are idle. The government, in order to protect itself 
against revolution, must CREATE money by one pro- 
cess or another to support the idle, who, while pro- 
ducing nothing, must live. This new money thus has 
nothing back of it and is therefore legal counterfeit, 
diluting and depreciating the value of money already 
in existence. Therefore, government must inflate 
when privately owned money stops circulating. A 
devaluation of 40% is in a sense a 40% tax on idle 
money. We thus see that idle money DECREASES 
in value, whereas money at work INCREASES in 
value by the process of compound interest, if only 
at 1%. 

Incentive taxation proposes therefore an obvious 
tax on money not in reasonable use, removing the tax 
entirely when the money is being used at rates cor- 
responding to the turnover in “good times.” In order 
to avoid the idle money tax, the man who has cash 
under his control would be required to buy something, 
resulting in people being put to work; to invest it, in 
which case, the business in which it is invested would 
be required to turn the money over and thus put men 
to work; or he might let it out at interest to his banker 
or someone else, who still must use it to avoid the tax. 

We have pointed out that an idle dollar brings no 
revenue. Statistics show that, if the steel industry, 
for example, would increase its employment from 
65% to 95 of its capacity, its profits would be in- 
creased about four times. If we reduced the tax rates 
50%, provided the steel industry increased its em- 
ployment to the above extent, we would collect twice 
the revenue at half the rate, and the expense of relief 
and its administration could be eliminated. Incentive 
taxation is therefore a basic revenue measure and is 
the way finally to balance the national budget. 
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Sufficiently increased tax rates, when money and 
property are idle, would immediately force the adjust- 
ment of interest rates, wages, capital structures, 
prices, and rents—a process which now takes many 
years to achieve. Decreased tax rates for high rates 
of employment would rapidly bring back full production. 

Incentive taxation can take us out of this depression 
as fast as the productive organizations can be reor- 
ganized and can prevent future depressions. 

Since the adoption of incentive taxation would sub- 
stantially compel those who have money to continu- 
ally provide employment for all, relief to the able 
could and should be immediately discontinued. 

To facilitate reorganization of business, government 
should move persons who have been out of work for 
sixty days or more free of charge to places where they 
can be employed. 

The reader who fails at any time to remember that 
incentive taxation applies to his source of employment, 
to those who produce the goods he wants, to his 
sources of working capital, of machinery, raw materi- 
als, power and transportation, which he requires in 
his business, and that incentive taxation applies also 
to his customers and those who employ them—has 
failed to understand the first principle of incentive 
taxation. 


E SEE that the first effect of incentive taxation 
on labor is to stop the “sit-down strike” of 
capital. It requires all money to be kept in substan- 
tially full use at all times to provide employment. 
Since the real wages of any one group of workers 
are the things other groups of labor (plus the aid of 
machines and management) make, it is clear that real 
wages can only be raised by raising production. A 
worker wants as his REAL wages more clothing, a 
new automobile, a better radio, better housing, and 
more furniture, and he realizes that these REAL 
wages cannot be raised or maintained except by rais- 
ing and maintaining the production of these things. 
When the demand for labor is at maximum, the wages 
for labor are highest. Incentive taxation promotes the 
maximum demand for labor by giving the lowest tax 
rates for maximum employment, and therefore promotes 
maximum wages. 


Statistics show that two-thirds of the national in- 
come go to workers. If our money changes hands 
once per year, the income of labor will be a certain 
amount. If we double the turnover rate of money in 
real disbursements for goods and services, the income 
of labor would be doubled. This is an illustration of 
how vital to labor is the problem of eliminating the 
delay in spending, lending, and investment. 

If we merely increase the quantity of money 25% 


(“pump priming’), and the rate of turnover falls 20%, 
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nothing has been changed, since income, in a given 
period, is the quantity of money multiplied by the 
turnover rate in real transactions, and they will be 
equal. It is not the amount of water the pump holds, 
but the amount times the number of strokes that 
determines the flow of “wealth.” When money is idle, 
labor is idle. 

When labor saving equipment is installed, the man- 
ufacturer either makes extra profits, or the customer 
saves money on the product, or both (exactly corre- 
sponding to the labor cost eliminated). A tax on 
these profits or savings, if they are idle, would require 
the manufacturer and the customer to use this money 
at once for something else, which immediately creates 
additional work for the worker, together with the 
lowered price to him on the products of the automatic 
machine. Thus, an incentive tax on idle money is all 
that is necessary to solve the so-called technological 
unemployment problem. 


HE FARMER’S and the farm worker’s problem 
is not on the farm but in the city. It is the prob- 
lem of feeding millions of people who are idle, and 
who, therefore, cannot pay a fair price for farm 
products. In fact, the farmer is paid in the products 
of industry, and when industrial production is low, 
we find farm income low (regardless of the spending 
of billions by the government), and when industrial 
production is high, farm income is high. Statistics 
may be dull, but every farmer should familiarize him- 
self with the two charts of farm income and industrial 
production, which parallel one another like the two 
banks of a river, for the simple reason that the real 
income of the farmer consists of tractors, implements, 
automobiles, furniture, refrigerators, radios—which 
are the products of industry. The farmer represents 
the only great class who already follows the correct 
price policy for all, namely, that of getting the highest 
price that can be obtained at full production. He 
works extremely long hours at very low wages and 
never strikes but feeds idle capitalists and workers. 

Under incentive taxation, the farmer, as well as 
business, could get money at interest rates they could 
pay, and their customers would all be employed. 
Moreover, if we put ALL industry into production 
and continually expand it, as we do in good times, 
hundreds of thousands of men would be absorbed from 
the marginal farms into the factories and so decrease 
the production of farm products and increase that of 
manufactured goods. This is the only practical way 
to raise the price of farm products with respect to 
manufactured goods. 

The farmer may cope with the cholera, the rust, and 
the boll weevil, but the non-productive parasites in 
the city are his real problem. 
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rPYHE SAFETY of a government is dependent upon 
the loyalty of its people,—and more revenue than 
expense. It is doubtful if either of these conditions 
obtain today. The twenty millions who have suffered 
so much, the seventy millions who are eating up their 
capital, and those who are being taxed to make condi- 
tions worse can hardly be expected to be loyal to a 
government which fails to solve our problem. 

This is our potential “fifth column” and one of 
enormous proportions. We have millions who have 
nothing to lose by a change of government. The 
safety of our government can only be established by 
permanent employment of the able and the protection 
of the principal and income of those who have worked 
and saved. Our greatest national danger is from 
within. 

The best way to reorganize the government is to 
get business in production and make business careers 
which can pay larger salaries, give more satisfaction, 
and produce something worth while,—so much more 
attractive than dawdling jobs in Washington that at 
least 40% of the men there will return and achieve 
higher incomes in productive business. 

National defense is purely a question of jobs. The 
few businesses operating at a profit cannot carry addi- 
tional taxes to pay for a great rearmament program 
and if paid for by borrowing, it will bankrupt the 
country by inflation. To pay for it, we must promote 
tremendous profits by tremendous production and tax 
these profits at lower rates to raise more revenue. 

We should have one foreign policy, and that is, to 
make the United States strong. 

It is argued that we should make big businesses 
into little ones, thereby neglecting the all important 
thing of getting all business regardless of size into 
maximum production. 


NSOUND policies have made Uncle Sam the 
world’s greatest hoarder—a crime for the citizen. 
He has become indifferent to living within his means, 
the reverse of which policy built our nation. Every- 
thing that we have, except the land, represents profits 
of the past, the surplus of production over consump- 
tion. He subsidizes idleness and penalizes production 
by his fiscal and tax policies,—the surest way of de- 
stroying a nation. He causes the creation of billions 
of dollars without creating anything to back them and 
is thus a great counterfeiter. Thus, the mistakes of 
Still, no 
nation in the world has solved this problem of unem- 
ployment and preserved individual liberty. 


government are crimes against the people. 


Incentive taxation rewards most those who employ 
most. It is the Great Law that we shall love one 
another, which is to serve one another, according to 


the facilities at our command. The incentive tax on 
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idle money is simply the Parable of the Talents writ- 
ten into our tax law. 

Incentive taxation: (1) Proposes lower tax rates 
on the “haves” for continuous employment of the 
“have-nots” at high real wages, so the latter may 
become “haves”; (2) proposes simpler and fewer 
taxes; (3) offers capital and customers to business; 
(4) compels the use of money as a medium of exchange 
instead of as an idle hoard of wealth; (5) requires 
the only people who can give men work (those who 
have money) to do so. Only under these conditions 
can relief to the able be abandoned and only when 
relief is abandoned, can business get labor at wages 
it can pay and be free from unreasonable strikes. (6) 
It requires labor and capital to do what the farmer al- 
ready does, and that is, to take the best price obtain- 
able for their services which permits full employment ; 
the condition of maximum income for every class; 
and (7) says nothing about what anyone shall do with 
his hands, his money, or his property, except to use 
them; idle, they are valueless. 

Incentive taxation: (1) Isa permanent conscription 
of wealth for the purpose of production; (2) makes it 
as easy for a responsible man to borrow as to lend; 
(3) is the use of the taxing power to build instead 
of destroy; (4) creates a supply of money and a de- 
mand for goods continuously; and (5) makes it as 
easy to sell, as to buy. 

Its cycle of operation would be as follows: (1) 
Government offers tax relief JF business transfers 
men from relief rolls to payrolls; (2) business moves 
to get tax relief by expanding payrolls; (3) expanding 
business activity results in increased production; (4) 
taxable income and taxable transactions increase as 
business production rises; (5) governmental costs drop 
as relief rolls are liquidated; (6) as industry payrolls 
are expanded, farm markets expand and farm income 
is increased; (7) as farm income and industrial pay- 
rolls expand, new purchasing power is generated; (8) 
new purchasing power stimulates business production 
and the business cycle is thrown into an upward spiral. 

This adds up to (1) a dynamic rather than a static 
business structure; (2) full employment; (3) decreased 
government expenditures plus increased revenues=A 
BALANCED BUDGET and eventual liquidation of 
the federal debt; (4) fuller social security; and (5) in- 
creased farm income. 





Here we have a new approach to the problem which 
has shaken the world to its foundations. In the past, 
many employers have asked too much and given too 
little. In recent years many employees have asked 
too much and given too little. Since employers must 
have employees and employees must have employers, 
in order to have harmonious conditions resulting in 


progress and profit, each must [Turn to page 54.] 
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AXABLE income is computed for a specific 

taxable period, usually one year. While a go- 

ing business flows uninterruptedly, practical- 
ities necessitate that definite periods be considered as 
units of time and that all the transactions, and only 
the transactions within such unit, determine the tax- 
able income and the income tax imposed upon the 
taxpayer. Since certain amounts are exempt from the 
tax, and since the tax rates are progressive, it is 
important that the gross income and the deductions 
be allocated to the proper taxable period. An incor- 
rect allocation may work either way. It may decrease 
the aggregate tax burden in favor of the taxpayer 
or it may increase the amount of the tax to the advan- 
tage of the government. Neither of these results is 
desirable. The correct amount of the tax should be 
computed as accurately as possible by proper allocation. 


In some instances the 
amount of income or deductions which have to be 
considered, and the specific period to which they are 
allocable, is certain; however the correct amount is 
unknown. This may depend upon the future decision 
of a court or upon a settlement not yet arrived at. 
Thus a loss may have been sustained in one year, 
while the compensation, if any, may not be deter- 


This is not always easy. 


mined until a later period. Sometimes a subsequent 
event reveals the income or deductions as reported 
by the taxpayer to be erroneous. Thus the unexpected 
recovery of a portion of an amount lost and already 
deducted reduces the loss as originally determined. 
There are even cases in which items apparently finally 
and accurately determined have to be adjusted on 
account of a subsequent event. A law retroactively 


increasing or decreasing the rates of a tax or of a 


* Certified Public Accountant, New York City. 


Income Derived from 


The Recovery of Deductions 


By H. ZYSMAN* 


custom duty has practically the effect of changing 
the results of the activity of a prior period. 

In these and similar cases the problem arises: 
Should the taxable income and the tax for the prior 
period be adjusted by an additional assessment or a 
refund, as the case may be, or should the change be 
considered in the computation of the taxable income 
and of the tax for the new period? It is obvious that 
generally either of these possibilities of treatment will 
result in a different aggregate tax liability. In the 
following the treatment of the recovery of deductions 
taken in prior periods will be discussed. 

In former years the problem has not always been 
decided consistently. In some cases the courts, the 
Board of Tax Appeals, and the Treasury Department 
have considered the amount recovered as income of 
the year in which the recovery took place; but gen- 
erally an adjustment of the taxable income and the 
tax of the prior year was required, under the theory 
that the recovery was equivalent to a reduction of 
the deduction. Regularly the Commissioner of In- 
ternal Revenue either required an amended return 
for the year for which the excessive deduction was 
taken, or he issued an additional deficiency notice, and 
the Board of Tax Appeals usually approved such pro- 
cedure. Moreover, the Board in determining the de- 
ficiency for a taxable period computed such deficiency 
by including in the gross income an amount recovered 
after the close of the taxable year and after the mailing 
of the deficiency notice, but prior to the date of the 
decision of the Board. The correct allocation of each 
item to the proper taxable period was regarded as of 
utmost importance. 

Gradually the attitude toward the problem has 
changed. Today it is almost the uniform opinion that 
in all such cases the period closed should not be 
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reopened, and that the amount recovered should be 
considered as income of the year when recovered, and 
taxed accordingly. A taxpayer on the cash basis is 
allowed to deduct the total bona fide amounts paid for 
expenses; any amount which subsequently turns out 
to be paid in excess and refunded, must be reported 
as income for the period in which it is refunded. A 
taxpayer on the accrual basis is required to estimate 
the deductions, which can not be finally determined, 
as accurately as possible at the end of the taxable 
period.!. The amounts determined by the use of the 
sound judgment of the conservative business man 
will be accepted and stand, regardless of subsequent 
If the 
deduction as finally determined is smaller than the 


events or of a better knowledge a posteriori. 


bona fide estimate, the difference is treated as a recov- 
ery and income of the subsequent period. 

Only where the taxpayer did not use sound judg- 
ment or where he accrued, improperly and in bad faith, 
excessive amounts in a taxable period, he may be 
required to pay the tax upon an additional assessment 
for such period, provided his aggregate tax lability 
is thereby increased. On the other hand, he may be 
estopped from amending his improper accrual, 1f such 
amendment would work out to his advantage. 

The reason for the present treatment of recoveries 
and refunds may be seen in the desire not to change 
the results of a specific period because of any knowl- 
edge won afterwards. The Supreme Court of the 
United States found therefor the following formula: 

“It is the essence of any system of taxation that it should 
produce revenue ascertainable, and payable to the govern- 
ment, at regular intervals. Only by such a system ts it prac- 
ticable to produce a regular flow of income and apply methods 
of accounting, assessment, and collection capable of practical 
operation.” * 

The Board of Tax Appeals expressed the same idea 
in the following words: 

“Income tax liability must be determined for annual periods 
on the basis of facts as they existed in each period. When 
recovery or some other event which is inconsistent with what 
has been done in the past occurs, adjustment must be made 
in reporting income for the year in which the change occurs. 
No other system would be practical in view of the statute 
of limitations, the obvious administrative difficulties involved, 
and the lack of finality in income tax lability, which would 
result.” * 

\gainst such treatment the argument was advanced 
that recoveries of the kind here discussed never should 
be taxed as income, because they really do not repre- 
sent income, but a reduction of expenses or losses. 
We are not 
concerned with a theoretical or pure economic con- 


Such argumentation is not conclusive. 


cept of income, but with gross income within the 
1 Continental Tie & Lumber Co, v. 
52 S. Ct. 529, 3 ustc J 937. 
2 Burnet v. Sanford & Brooks Co., 282 U. S. 359, 51S, Ct. 150, 2 
ustc © 636. 


3 Estate of William H. Block, 39 BTA 338. 


United States, 286 U. S. 290, 
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meaning of the statute. The Internal Revenue Code 
defines gross income in section 22 as “including gains, 
profits, and income derived from salaries, wages, or 
compensation for personal services or gains or 
profits and income derived from any source whatever.” 
Gross income in such a broad sense includes the re- 
coveries here discussed.* 

The principle indicated has been applied in the fol- 
lowing ways: 

a. There has never been an attempt to adjust small 
changes by an additional assessment. It has always 
been recognized 


“that in a going business of any magnitude there are certain 
overlapping items both of income and of deduction, and so 
long as these overlapping items do not materially distort the 
income, they may be included in the year in which the tax- 
payer, pursuant to a consistent policy, takes them into his 
accounts.” ” 


Since it would require an unwarranted effort to allo- 
cate such small items exactly to the period to which 
they belong, it was and is considered permissible to 
include them in the report for the taxable year in 
which they actually take place, although they may 
properly belong to a prior period.® 

b. Wages, dividends, and similar items are some- 
times accrued by the debtor, but never paid, because 
the creditor does not claim them, and the debtor is 
unable to mail a check to the creditor whose name 
or address is not known. 

It has been the consistent policy to allow the de- 
duction for the year in which the item has been bona 
fide accrued and to include a corresponding amount 
in the gross income of the year in which such accrual 
could not any more be considered to represent a real 
account payable. 

The proper period therefor will usually be the year 
in which the debtor credits the amount to profit and 
loss, thereby showing that he himself no longer con- 
siders the liability as an actual liability.? Where a 
debtor does not take steps to close out the liability 
on his books, the amount may be regarded as properly 
includible in the gross income of the year in which a 
future claim can no longer reasonably be expected. 
When that is to be, depends upon the facts in the 
various cases. The vear in which the period of the 
statute of limitations expires will be a safe date for 
such assumption.® It has been held that the amount 
should be reported as income in this year, although 
the debtor may follow the practice to accept claims 
regardless of any lapse of time. 
~ 4 Bowers v. Kerbaugh-Empire Co., 271 U. S. 170, 46 S. Ct. 449, 1 
ustc § 174; Carr v. Com. 28 F. (2d) 551, 1 ustc {| 327. 

* Regulations 101, Art. 43-2. 

* Evans € Howard Fire Brick Co., 8 BTA 867. 

* Chicago, Rock Island & Pacific Railway Co., 13 BTA 988; Charles- 
ton & Western Carolina Railway Co., 17 BTA 569; Atlantic Coast 
Line Railroad Co., 23 BTA 888; National Railway Time Service Co. 
v. Com., 88 F. (2d) 904, 37-1 ustc § 9123. 


’ North American Coal Corp., 32 BTA 535, affd. 97 F. (2d) 325, 
38-1 ustc § 9303. 
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In a case where the corporation which had accruals 
i this kind on its books was dissolved and the charter 
surrendered, the latest time for including the unpaid 
accruals in gross income was considered to be the 
date of the dissolution.® 

c. The treatment of taxes paid (or accrued) and 
deducted from gross income and subsequently re- 
funded was in dispute for a long time. It is only 
recently that a uniform practice has been accepted. 

The original conception was that taxes collected 
under an unconstitutional statute or based upon an 
incorrect computation are not real taxes, or as the 
Supreme Court of the United States has worded it, 

“An unconstitutional act is not a law; it confers no rights; 

it imposes no duties; it affords no protection; it creates no 
office; it is, in legal contemplation, as inoperative as though it 
had never been passed.” ” 
Accordingly, a tax paid under a statute which subse- 
quently was declared to be unconstitutional, was dis- 
regarded; the payment was not taken into consideration 
and an additional assessment for the vear in which the 
tax was deducted, was allowed." The same attitude was 
taken in cases in which the constitutionality of the 
statute was not in doubt, but in which the computa- 
tion of the tax was contested. Where a smaller amount 
than originally paid or accrued was finally determined 
upon, the difference was adjusted for the year in which 
the deduction had been taken.’” 

Only in exceptional cases has a different practice 
heen followed. Where an additional assessment had 
been barred by the expiration of the period of limi- 
tation, or by reason of the execution of a final closing 
agreement, or by a stipulation before the Board of 
Tax Appeals or the courts, or for similar reasons, the 
refund was considered as income for the year in which 
the refund took place."* The Treasury Department 
advised following the same procedure in cases in 
which a tax is properly and legally collected, but by 
reason of some subsequent event, refunded; it men- 
tioned as an example the refund under the drawback 
provisions of the law where the importer pays the 
customs duties, but later secures a refund by showing 
that the goods imported on which the duties were 
paid have gone into a manufactured article which 
was later exported.” 

At the present time the Board of Tax Appeals and 
the courts seem to treat all these cases uniformly. 
The deduction of a tax which was paid or accrued in 
a taxable period under a statute and in accordance 
with the requirements of the government stands for 


'G. M. Standifer Construction Corp., 30 BTA 184. 

” Norton v. Shelby County, 118 U. S. 442. 

1C, B. June, 1931, p. 119; C. B. December, 1935, p. 63; Brown, 
10 BTA 1122. . 

2 Lehigh Valley Coal Sales Co., 15 BTA 1401: Bettie Matthews, 
21 BTA 96; Joseph V. Horn, 23 BTA 1131; Leach v. Com., 50 F. 
(2a) 371. 

8 C, B. June, 1937, p. 93; Dixie Margarine Co., 38 BTA 471. 

4 C, B. December, 1932, p. 35. 
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such period. If later the tax for any reason appears 
to be collected improperly, wholly or partly, and is 
thereafter refunded, such refund is income for the 
year during which it is received.” 

This rule applies only to taxes which have been 
deducted from gross income as expenses. Taxes 
which are capitalized, such as taxes assessed against 
local benefits or customs duties added to the cost of 
the merchandise, do not represent taxable income, 
when refunded. If, however, the merchandise for 
which the customs duty has been paid is sold, and if 
the customs duty has been considered as a part of the 
cost in the computation of the profit on such sale, the 
amount paid as duty has practically been deducted ; 
therefore a refund must be reported as income."® 

Penalties on taxes are not deductible, neither as 
taxes nor under any other caption, because it would 
be against public policy. Accordingly penalties re- 
funded should not be reported as income." 

d. Any other expenses which have been deducted 
from gross income in one year and are recovered in a 
subsequent one, represent income of the latter year. 

I;xpenses which have not been deducted, but have 
been capitalized, are not taxable, when recovered. 
The same applies to expenses for private, non-business 
purposes. Since these expenses are not deductible 
from gross income, but are considered as a device of 
spending income, their recovery can not mean the 
gain of taxable income. 

In one instance the Treasury Department took 
another stand. .\ taxpayer had paid annual dues to a 
purely social club in which he was a member for the 
purpose of defraying the current expenses of the club. 
He received a part of it back when the club upon its 
dissolution distributed its assets among the members. 
The Treasury Department held that the amounts thus 
received represent taxable income.'* This opinion 
can not be shared. The distribution of the assets was 
equivalent to a subsequent reduction of the aggregate 
dues. Since the dues were never deductible, the re- 
duction can not give rise to the collection of a tax 
thereon. 

e. In the case of losses the statute provides, the- 
oretically without any ambiguity, that the losses shall 
be deducted in the year in which they are sustained. 
In practice, however, the determination of the correct 
year was always a matter of dispute. 

Formerly the prevailing opinion was that the total 
amount of the loss had to be deducted by the taxpayer 
in the vear in which it occurred, and in such year 


only. Tf the exact vear of the loss could not be deter- 


5 Central Loan and Investment Co., 39 BTA 981; Nash v. Com., 88 
F. (2d) 477, 37-1 ustc § 9091; Houbigant, Inc., 31 BTA 954; Victoria 
Paper Mills Co., 32 BTA 666. 

% Chevy Chase Land Co., 34 BTA 150. 

7 C. B. December, 1938, p. 107. 

14’ C, B. December, 1923, p. 53. 
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mined until a later year, the original estimate for the 
year of the loss had to be adjusted. A subsequent 
decrease of the amount of the loss found its expression 
in an additional assessment for the year in which the 
loss was sustained.’® The Board of Tax Appeals in 
the determination of a deficiency consistently con- 
sidered not only the facts known to the taxpayer at 
the end of the taxable period, but all facts which could 
have any bearing upon the final determination of the 
loss and which were known at the date of the decision 
of the Board.”° 


Such procedure is no longer followed. When the 
amount of the loss can not be finally determined at 
the end of the taxable year in which the loss occurred, 
it is estimated as accurately as possible. Any claims 
for the recovery of the whole amount or a part thereof 
against the person responsible for the loss or an 
insurance company have to be considered. The 
amount arrived at by such estimate is the deductible 
loss. If subsequently it appears that the estimate was 
excessive, because the loss was smaller or the amount 
recovered from the insurance company or another 
source greater, the amount thus recovered does not 
affect the deduction already taken; it represents in- 
come of the year of the recovery.”! 

f. In the case of bad debts the taxpayer was always 
entitled to a deduction in the taxable year in which 
the debt became worthless and was charged off in 
the books of the taxpayer; a subsequent recovery was, 
and is considered as income of the vear in which such 
recovery takes place.?? 

Although the deduction depends upon a charge oft 
in the books, a mere restoration to the books of a 
debt charged off does not represent income. Only the 
actual subsequent recovery of the amount charged 
off or a portion thereof is taxable.” 

The taxpayer who charged off a debt as worthless 
and deducted its amount from his gross income, is not 
allowed to adjust such treatment after the recovery of 
the debt, under the contention that the charge off was 
made by mistake. He may be interested in an 
amended return, because the aggregate tax liability 
may be smaller, if both the deduction of the bad debt 
and the subsequent recovery are disregarded. How- 
ever, a taxpayer was held to be estopped from de- 
creasing his tax liability in this way. After having 
taken the deduction of a bad debt he was not allowed 
to change his stand.*4 





%C. B. 1919, p. 123; Grenada Bank, 32 BTA 1290; Com. v. High- 
way Trailer Co., 72 F. (2d) 913, 4 ustc 7 1328. 

2 Producers’ Fuel Co., 1 BTA 202. 

*t United States v. S. S. White Dental Manufacturing Co., 274 U. S. 
398, 47 S. Ct. 598, 1 ustc J 235; South Dakota Concrete Products Co., 
26 BTA 1429; Cahn v. Com., 92 F. (2d) 674, 37-2 ustc 7 9538. 


2 C. B. June, 1937, p. 80; Liberty Bank é& Trust Co. v. Com., 59 
F. (2d) 320, 3 ustc 7 932. 


23 Huning Mercantile Co., 1 BTA 130. 
* Askin & Marine Co. v. Com., 66 F. (2d) 776, 3 ustc 9 1155. 











Tax Magazine 


January, 1941 








In an early decision,” the Board of Tax Appeals 
did not go so far. Apparently the Board was here 
inclined to allow an amendment of a tax return, based 
on a mistake in charging off a debt as bad; it dismissed 
the petition of the taxpayer only because the evidence 
was insufficient to show that the petitioner erred in 
determining the debt as worthless. However, in later 
decisions the rule of estoppel was considered as 
controlling. 

The taxpayer who, instead of charging off specific 
debts as worthless, uses the reserve method in pro- 
viding for bad debts, does not derive taxable income 
from the collection of a debt previously regarded as 
bad. Without a preceding charge off a recovery in 
the strict meaning of the word can not occur. The 
fact that a debt, the worthlessness of which has been 
considered in the computation of the reserve, has been 
collected, will find its expression in a smaller future 
addition to the now excessive reserve. 

The treatment of the recovery of a bad debt in the 
case of a taxpayer who changed his method of pro- 
viding for bad debts, deserves special attention. <A 
taxpaver who changes from the charge off method 
to the reserve method must include in gross income 
the amounts of debts charged off under the old method 
and recovered in a period for which the reserve 
method is already in use. The actual charge off and 
deduction require the inclusion of the amounts later 
collected, regardless of the method followed at such 
date.”® 

In recent years a general restriction to the inclu- 
sion of recoveries and refunds in gross income has 
been recognized. 

The self-evident rule that only the recovery of 
those items which previously have been deducted 
from gross income should be reported as income,”’ has 
been extended to another rule: 

Recoveries should be included in gross income only 
if the prior deduction had the effect of offsetting the 
taxable net income less credits against net income 
(prior to the deduction in dispute). A taxpayer must 
have benefited from the deduction in order to be 
chargeable with the recovery. A taxpayer who, in 
a taxable year, has no net income at all, does not 
derive any benefit from an additional deduction of 
a bad debt or a similar item; accordingly he is not 
required to report the subsequent recovery of such 
item as income. If, on the other hand, the deduction 
actually offsets or reduces the taxable net income less 
credits against net income, the recovery of the item de- 


[Turn to page 53.] 
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ducted represents taxable income.” 


3 Hartford Hat é Cap Co., 7 BTA 714. 

27°C. B. December, 1923, p. 144. 

27 J. P. Bass Publishing Co., 12 BTA 728. 
% National Bank of Commerce of Seattle, 40 BTA 72. 
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CCORDING to Louis D. Brandeis, former Justice 
of the United States Supreme Court “value is 
a word of many meanings.” No argument with 
this statement is likely between appraisers of real 
property. Laws pertaining to the valuation of real 
property for tax purposes mention full value, just 
value, fair cash value and other terminology. In- 
terpretation of these expressions by the courts in 
most cases has leaned towards “the price which prop- 
erty would bring as between a willing seller not com- 
pelled to sell, and a willing buyer, not compelled to 
buy.” But, in the absence of an active market, it is 
impossible to establish true value by sales alone. 
This question of value, nevertheless, is the one with 
which we have to deal. Should there be any material 
difference between the value of real estate for loan 
purposes and the value of real estate for tax purposes? 
To make a sound long-term loan with real estate 
as the primary security, certain fundamentals must 
be observed. First, the loan is made to an individual 
or a corporate being. A note is involved, acknowledg- 
ing the debt and setting forth the terms of repayment. 


Loan v. Tax Purposes 
By 
EDWARD JONES*” 


The note is secured by a claim on the real estate, 
secured not with anticipation of acquiring title to the 
property, but rather to provide that in the event the 
borrower falls down on his contract, the lender may 
not be faced with a total loss. The personal element 
plays an important part in determining the values on 
which a loan is made and the terms of the repayment. 
Many good men have bought property on a “shoe- 
string” and succeeded. Their ability, reputation and 
credit standing have been considered in addition to 
the physical property involved. Good property owned 
by a poor operator will not justify as large a loan as 
the same property in the hands of a good operator. 

Secondly, the security must stand the test of time. 
Its past history as well as its future prospects require 
careful analysis and sound judgment. [Loans on sub- 
marginal property and in decadent sections, for in- 
stance, are dangerous even though the personal element 
may be good. The property itself should have suf- 
ficient producing capacity to pay out the loan in the 
event of death or incapacitation of the borrower. 

The valuing of real estate for tax purposes should 
also observe certain fundamentals. First, because the 
valuation is established for the express purpose of 
distributing the tax burden, it is essential that equity 
be observed. 
should be subject to constant revision. 


Second, valuations for tax purposes 
Third, it is 
necessary to look to income or potential income. 

Either for tax or for loan purposes the problem of 
appraisal of the property is the very crux of the situa- 
tion. The generally accepted method of appraisal 
comprises a correlation of estimates based on: (1) new 
cost, less depreciation; (2) market data (sale prices 
of similar property) ; and (3) capitalization of income. 

No one of these bases alone can be held as the 
criterion of value. They set a ceiling as well as a 
floor, however, to the value of real property. New 
cost, less depreciation, may represent value to the 
present owner but not to the general public. Com- 
paring sales prices has become inaccurate and unreliable 
under the stress of changing economic conditions. Pro- 

* Address before the New England Tax Officials’ Association. 
Whitefield, N. H., October 16, 1940. 


** Tax Department, Federal Land Bank of Springfield, Springfield, 
Mass. 
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jecting earning capacity into the future is a dangerous 
undertaking. Yet, these are the fundamentals, weak 
as they are, with which the appraiser has to work. 

While it may be true that some mortgage loans ap- 
pear to have been made with little regard given to 
these fundamentals of appraisal, it is equally apparent 
that many valuations for taxation purposes have no 
relation to any one of the three estimates at all. It 
is well recognized, for example, that present valua- 
tions in many areas appear to be arbitrary and to 
provide only a means to raise revenue. Some assessors 
still hold to the old theory that ownership of real 
property is evidence of ability to pay taxes. 

While these statements may appear rash, here is 
an excellent example of conditions that do exist. A 
young man whom | know purchased a lot last year 
for $400 in a town adjoining the city of Springfield, 
Massachusetts. He had built on this lot a small home 
for which he paid $3500. The lot was purchased from 
a development company at full price. The house was 
built by a contractor who had erected similar houses 
in the same vicinity. There were no concessions or 
discounts. The full contract price was $3500. The 
building permit he secured at the town hall stated 
the contract price; vet the 1940 valuation placed by 
the board of assessors on this property was $4700 
$400 on the lot and $4300 on the building. 

Due then, to a high tax rate, the resultant tax bill 
on his property for 1940 is $161.50 or better than four 
per cent of the total investment. This valuation cer- 
tainly cannot be arrived at by new cost less deprecia- 
tion because the new cost to anyone is $3900. The 
exact duplicate could not be sold for $4700, because 
it can be duplicated for $3900. Several similar houses 
on the street are rented for $35 per month. This in- 
come can in no reasonable way be capitalized to 
establish a value of $4700. 

The cost of replacement, for all practical purposes, 
can be accepted as the ceiling of property value. 
Market value and income fluctuate. There are many 
income-producing properties at the present time which 
are only salable at figures far below the value arrived 
at by capitalizing their income. There are but few prop- 
erties with no potential income that sell for sub- 
stantial amounts. As used here income or potential 
income may be determined in benefits and enjovments 
as well as dollars. 

Use is a predominating factor and the ingenuity of 
an individual to develop a certain property for a 
particular purpose does not presuppose that all prop- 
erty of similar physical effects in the same vicinity 
should be valued by capitalization of the income of 
that particular property; nor should the ability and 
ingenuity of the individual be penalized by a capitaliza- 
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tion of the income realized in that particular instance. 
Assessing on such basis would, in effect, be an attempt 
to levy an income tax on the particular individual ; in 
other words, the individual element must be ignored 
to all extents above or below the average. 

The main difference between the interest bill on a 
mortgage loan and a tax bill is that the former is the 
result of a voluntary contract between individuals and 
the latter is a compulsory contribution occasioned by 
an attempt to spread the tax burden. While the re- 
turn to the mortgagee may take into consideration 
the capacity of the individual, the revenue derived by 
the municipality should reflect the ability of the prop- 
erty itself to pay, assuming that it is in the hands of 
an average producer. 

It has often been stated that high or low assess- 
ments are immaterial provided they are equitable be- 
tween property owners in the same area. Even though 
the state operates an equalization board there are still 
two serious objections to the practice of setting the 
assessments at abnormally high or abnormally low 
levels. First, they do not reflect the true status of the 
financial condition of the municipality to the average 
voter. To him the tax rate is a direct indication of 
progress or regress of the administration. Secondly, 
and more important—if assessed values are higher 
than justified—a fictitious debt limit may be established 
well in excess of the intended ceiling. Low assess- 
ments may be a boon but high valuations are a direct 
invitation to financial disaster. 

Many well-informed persons are ardent believers 
in the idea that assessments should be brought down 
where they belong and the tax rates allowed to fall 
where they will. Through this means it is argued 
that a full realization of the financial condition of the 
municipality would come to the voter because of the 
increase in the tax rate. 

Many tax papers and tax talks have started with 
the statement “The cardinal principle of just taxation 
is that it shall be based on ability to pay.” A natural 
assumption then is that the tax shall be equitably dis- 
tributed. These two premises would seem to be the 
seat of all the present difficulties which arise around 
the real estate tax. If the tax is in fact based on the 
property’s ability to pay, distribution is bound to be 
equitable, at least between the property owners. To 
reduce valuations alone, of course, will not accomplish 
the desired result of a lesser tax burden. 

That there is inequity as between properties in dif- 
ferent value groups as well as inequity between prop- 
erties in the same value class is clearly shown by 
comparison of assessment ratios in several states 
(Table 1). 
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Value of New York Mississippi 


Property 1925 1927-1931 

Assessment ratio 

$0- 900 66.9 100.4 
1,000-1,900 57.0 79.1 
2,000-2,900 52.9 72.4 
3,000-3,900 51.1 73.6 
4,000-4,900 49.7 73.3 
5, 000-5 900 49.3 69.3 
6,000-6,900 $8.2 63.4 
7 ,000-7 900 48.5 64.8 
8,000-8,900 47.7 64.0 
9,000-9,900 47.9 63.1 


Source: Joseph D. Silverherz, The Assessment of Real Property 
in the United States. Special Report of the New York State Tax 
Commission, No. 10. 


These data show a definite tendency for assessed 
values, and therefore tax burdens, to be relatively 
higher for properties of low value than for properties 
of high value. Data for many other states show the 
same relationship. This is a “regressive” feature of 
the property tax which has not been given the atten- 
tion which it deserves. 

Another of the principal errors and inequities which 
arise in valuing real property for tax purposes develops 
around the attempt to separate land and improve- 
ments. While the statutes call for assessment of land 
and the buildings thereon, it is a recognized fact by 
appraisers that it is a practical impossibility to separate 
the two, other than to determine the value of one in 
relation to the other. If it were true that the income- 
producing ability, and therefore the value of a given 
piece of property, could be accurately determined by 
its physical characteristics, no problem would be in- 
volved; however, overbuilt property usually offers 
less security for a loan than a well-balanced unit due 
to the higher taxes which result from the attempt to 
value the component parts. Many appraisals show 
the total value of the component parts to be more 
than double the value of the composite unit. New 
cost less depreciation can play no part in attempting 
to appraise property in this classification. 

I have in mind a farm consisting of a house, garage, 
dairy barn, silo, tobacco barn, corn crib and hen houses 
plus forty acres of land. The insurance value of the 
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Table I individual buildings plus the value of the land is well 
Relation of Value of Property to Assessment Ratio over the value of the farm as a unit. The acreage is 
Value of Diiites Ceniweiions Milde not sufficient to support a large dairy to use the dairy 
Property 1924-1930 1930 1927 barn and to grow tobacco to use the tobacco shed at 
Assessment ratio the same time. This property was offered for sale at 
$0- 4,900 40.34 79.3 49.2 $12,000, a vear later at $10,000, and finally sold a year 
5,000- 9,900 39.39 69.5 52.1 5 = a 7 ‘i 
10.000-14,900 34.99 69.1 after that for $8500. The purchaser had three grown 
15,000-19,900 27.03 53.8 47.3 sons to help him on his farm so the problem of hired 
20,000-24,900 29.52 62.2 help was reduced to bed and board. He finally gave 
25,000-29,900 29.21 65.5 : ‘ eal. % 5 
30) 000-34. 900 29.56 56.6 up after four years, and while it may not have been 
35,000-39,900 29.56 34.9 the only reason, a tax bill of nearly $500 per year was 
40,000-44,900 27.50 60.3 certainly not encouraging. The property is still assessed 
45,000-49,900 18.11 z 3 pa : = > 
SAD eal eues 22 52 37.0 for $13,500. The assessors’ answer to an appeal for a 


lower valuation is “tear down some of the buildings.” 

The fluctuation of real estate prices over the past 
generation provides little or no basis for tying assess- 
ments to market values except insofar as it reflects 
the ability of the property to pay. No consideration 
at all can be given to forced or distressed sales and at 
times of a stagnant market few bona fide sales occur 
between the willing seller who does not have to sell 
and the willing buyer who does not have to buy. 

This leaves the estimate of value based on capitaliza- 
tion of income as the remaining basis on which to 
place the most weight. After all, why not? The 
municipality expects to collect taxes on the basis of 
the assessment. A mortgagee expects a return as a 
result of hisinvestment. Although the mortgagee has 
a right to look to the personal element as a practical 
matter, he usually assures himself when he makes the 
loan that the property has the potential capacity to 
pay out. \Vhy then should assessors place values on 
the same property which cannot be sustained by 
present or potential income? 

This same point of view comes into play when you 
consider a property's debt-paying ability. That is the 
value at which the mortgagee attempts to arrive; in 
other words, after the fixed charges are all paid, how 
much is left to pay debts? If you apply this method 
of determining value you will find that many valuations 
for tax purposes are established on a fictitious basis. 

To build a scientific system of valuing property 
would undoubtedly be a decided chore. For tax pur- 
poses it would seem necessary to break down our 
assessment rolls into four or more groups: (1) resi- 
dential, (2) farm lands, (3) mercantile, and (4) utility. 
No one rule would probably apply to all groups, but, 
unless we are willing to continue to confiscate capital 
itself to pay taxes, there is one element which must 
be considered in all groups and that is income. Not 
the income of the individual owner but the income or 
income-producing ability of the property itself in the 
hands of an average person. [Turn to page 53.] 








TAXATION OF GIFTS BY THE STATES 


By H. ARNOLD STRANGMAN* 


ROADLY speaking, the production of direct 

revenue is only a secondary function of gift 

taxes, the major function being that of supple- 
menting estate or inheritance taxes. This statement 
is borne out by the following extract from a leaflet 
explaining the Colorado Gift Tax: 

“PURPOSE :—The gitt tax law imposing a tax upon gifts 
made after its effective date, August 4, 1937, was designed not 
only as a revenue producer but as a supplement to the inherit- 
ance and succession tax, experience in the administration of 
the latter having indicated that such tax was to a material 
extent avoided by transfers made during life which could not 
be established as having been made in contemplation of death 
so as to bring such transfers within the provisions of the 
inheritance and succession tax law.” 

In connection with the accumulation of data for 
this article, one state commented to the effect that 
the gift tax tends to hold property in the hands of 
elderly persons who would rather pay an inheritance 
tax than give the property away and pay a gift tax: 
also, that as a result of the enactment of gift tax laws, 
the state would be relieved of the necessity of at- 
tempting to sustain its contention from time to time 
that gifts had been made in contemplation of death, 
as it had so often done in the past—frequently with- 
out success. 

The Federal Gift Tax became effective on June 6, 
1932, since which time, to date, nine of the states 
have enacted gift tax laws, as follows :— 

State 
Oregon 
Wisconsin 
Virginia 
Minnesota 
Colorado 
‘Tennessee 
North Carolina 
California 
Louisiana 


Effective Date 
June 8, 1933 
July 8, 1933 
June 19, 1934 
July 16, 1937 
August 4, 1937 
March 7, 1939 
March 24, 1939 
June 21, 1939 
July 31, 1940 


Assessment of the Tax 


The gift tax is assessed to the donor by the Federal 
Government and all of the states in the foregoing list 
with the exception of Wisconsin, where the tax is 
assessed to the donee. 


Lien for Tax 


The tax is a lien upon all gifts made during a calen- 
dar year for ten years (six years in Oregon and 
Tennessee) ; and if the tax is not paid by the donor, 





* Tax Accountant, Los Angeles, California. 
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it becomes the personal liability of the donee to the 
extent of the value of the gift to him. 


Credit Allowed on Inheritance Tax 


In the event that a gift tax has been paid upon any 
gift and subsequently, upon the death of the donor, 
the amount of the gift is required to be included in 
the gross estate of the decedent, a credit is allowed 
against the amount of inheritance tax payable to the 
extent of the amount of gift tax paid. 


Transfers Subject to Tax 


Transfers which are subject to tax in the various 
states are much the same as for the Federal Gift Tax. 
In general, the tax applies whether the transfer is in 
trust or otherwise, whether the gift is direct or indi- 
rect, and whether the property is real or personal, 
tangible or intangible. Where property is transferred 
for less than an adequate and full consideration in 
money or money’s worth, the amount by which the 
value of the property transferred exceeds the value of 
the consideration paid for it is regarded as a gift. 
“Donative intent” is the deciding factor in determin- 


ing whether or not a transfer of property is subject 
to gift tax. 


Taking the “gift tax states’ as a whole, the follow- 
ing is a fairly comprehensive list of transactions in- 


volving transfers of property which come within the 
scope of the tax: 


1. Outright gifts of cash, stocks, bonds, real property, etc. 

2. Forgiveness of a debt. 

3. Irrevocable assignment of a policy of life insurance, or 
designation of a beneficiary, where all the legal incidents 
of ownership therein are relinquished. 

4. Payment of premium under an insurance policy in which 
none of the legal incidents of ownership are retained, and 
the proceeds are payable to another person. 

5. Assignment of a mortgage or judgment. 

6. Purchase of an annuity for the benefit of another person. 

7. Conveyance of title to real or personal property purchased 

with own funds to another and self as joint tenants. 

Permitting another to withdraw funds from a joint bank 

account. 

The Oregon law provides: “Where A creates a joint 
bank account for himself and B, there is a gift to B when 
he draws upon the account for his own benefit to the 
extent of the amount withdrawn.” 

The Wisconsin law provides: “Where A creates a joint 
bank account for himself and B, there is a gift to B of a 
half interest in said account.” 

9. Creation of an irrevocable trust for the benefit of another: 

and additions to an irrevocable trust previously created for 

the benefit of another. 
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10. Permitting a beneficiary to receive the income from a 
revocable trust where power of revocation is possessed 
but not exercised. 


1 


11. Relinquishment of power (other than by donor’s death) 
to revoke a trust created for the benefit of another. 


Value of Gift When Made in Property 


Most of the states provide that where a gift is made 
in property, the fair market value at the date of gift 
constitutes the amount of the gift. 


Charitable Gifts 


Gifts made exclusively for charitable, religious or 
educational purposes are exempt from the gift tax. 


Gifts of “Community Property” 


California is the only “community property” state, 
to date, which has enacted gift tax laws; and in the 
case of a gift of community property transferred to 
a husband by his wife, none of the community prop- 
erty so transferred is subject to gift tax; however, 
where community property is transferred by the hus- 
band to his wife, one-half of the community property 
so transferred is subject to gift tax. 


Annual Exemption or Exclusion 


The provisions of all the “gift tax states” include 
an annual exemption or exclusion: 
California (same as Federal Gift Tax). 
Minnesota . ne 
North Carolina and Wisconsin 


$4000 for each donee 
2500 for each donee 
1000 for each donee 


Tennessee allows an exemption of $10,000 each year for 
TOTAL GIFTS to husband or wife, lineal descendants and 


lineal ancestors: and $5,000 each year for TOTAL GIFTS to 
all other donees. 


Colorado allows exemptions as follows: 


Wife, husband, lineal descendants, lineal ancestors $2500 
Brother, sister .......... wy ee 1500 
All other donees ce eee ; . 1000 


Louisiana, Oregon and Virginia allow exemptions of $5000 
for wife, husband, lineal descendants and lineal ancestors. 
Louisiana and Oregon allow $1000 exemption for brother, 
sister, nephew, niece, uncle, aunt, cousins. Virginia allows 
$2000 for brother, sister, nephew, niece, and $1000 for uncle, 
aunt, cousins. 


Where “future interests” are involved, the exemption does 
not apply. 


Specific Exemption 


No provision for a specific exemption is included 
in the gift tax laws of Louisiana, Tennessee or Vir- 
ginia. Oregon provides for a specific exemption of 
$10,000: North Carolina provides for $25,000 appli- 
cable ONLY to gifts made to wife, husband, lineal 
descendants and lineal ancestors: Wisconsin, $15,000 
for gifts to wife, $5,000 to husband, and $2,000 to lineal 
descendants. 
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The following schedule shows the specific exemp- 
tions allowed by California, Colorado and Minnesota: 


Donee California Colorado Minnesota 
Wife . ; $24,000 $20,000 $10,000 
Husband .. cee 5,000 10,000 5,000 
Lineal descendants— ee 10,000 

Adult child 5,000 5,000 

Minor child 12,000 10,000 
Lineal ancestors 5,000 10,000 3,000 
Brother, sister 2,000 2,000 1,000 - 
Nephew, niece . .... 2,000 500 1,000 
Uncle, aunt, cousins. . 500 500 250 
Others .. 50 500 None 


The specific exemption is allowed only once to each 
donor, and it may be used in a single year or it may 
be spread over a period of years, as he sees fit. In 
North Carolina, the period over which the exemption 
may be spread is limited to eight years. 


Aggregation of Gifts 


In California, Louisiana and Oregon, gifts must be 
aggregated for the purpose of computing the amount 
of tax liability, as in the case of the Federal Gift Tax. 


Computation of Tax 


From the tax on aggregate net gifts, that is “net 
gifts for the current year” PLUS “net gifts for prior 
years,” is deducted the tax on “net gifts for prior 
years,” the remainder being the tax liability for the 
current year. 


Tax Rates 


To present a complete schedule of rates for all the 
“gift tax states” through all brackets would require 
several pages. The following table gives a summary 
of the “tax range” according to the relationship exist- 
ing between donor and donee: 


Husband, 
Wife 
Lineal De- 
scendants, Uncle, 
Lineal Brother, Nephew, Aunt, 
State Ancestors Sister Niece Cousins Others 
% % % % % % TN % % % 
California 2 to 10 5 to 15 §to15 6to15 7 to 16 
Colorado 2to 8 3 to 10 4to14 4tol4 7 to 16 
Louisiana 2to 3 Sto 7 Sto 7 5to 7 5 to 10 
Minnesota 34 to 13%4 2%,to27 21% to 27 3 to 36 6334 to 45 
North Carolina 1 to 12 4 to 16 4to16 4to 16 8 to 17 
Oregon * 4 to 25 4 to 25 4to25 4 to 25 4 to 25 
Tennessee 1to 7 5 to 15 § to 15 5 to 15 5'to-15 
Virginia . lite 5 2 to 10 2to10 5to15 5 to 15 
Wisconsin . . 2 te 0 4 to 20 4to20 6 to 30 8 to 40 


* In Oregon, the rate is 4 per cent on gifts not exceeding $10,000, 
up to 25 per cent on gifts in excess of $1,000,000. 


The Federal Gift Tax rates range from 1'% per cent on the first 


$10,000 of ‘‘net gifts,’’ up to 52% per cent on ‘‘net gifts’’ in excess 
of $50,000,000. 











By LEWIS W. MORSE ** 


MICHIGAN 
Special Tax Commissions 

In 1881 the Governor appointed a committee of five 
persons for the purpose of preparing a suitable bill 
for the assessment, levy, and collection of taxes and 
to make a report of the same to the Governor. (Laws 
of Michigan, 1881, Act 153, p. 116.) 

“No record of published report.”—Letter from the Michigan 
State Library, Lansing, Michigan, dated August 28, 1940. 

In 1895 the Governor was directed to appoint a Tax 
Statistician, who was to hold office until March 1, 
1897, when it was to go out of existence. His duties 
were to collect information from the various subjects 
mentioned in this section. He was directed to have 
5,000 copies of his annual report to the Governor 
printed. (Public Acts of Michigan, 1895, Act 236, 


p. 527.) 


Report: 1896, 132 + 691 + 2 + 370p. 

In 1911 the Board of State Tax Commissioners was 
requested to transmit to the House, without delay 
and not later than March 1, a communication relative 
to the workings of the present tax law, setting forth 
in detail what changes, if any, in the judgment of the 
commission, should be made in said laws. (J/ichigan 
llouse of Representatives Journal, 1911, House Resolu- 
tion No. 78; adopted February 15, 1911.) 


Report: Feb. 22,1911, Communication from Board 
of State Tax Commissioners to House of Representa- 
tives, 90 p. 

In 1911 the Governor was directed to appoint three 


residents to constitute a “commission of inquiry” to 


review, investigate, and inquire into the entire sys- 


Continued from the December, 1940 issue. 


Assistant Professor of Law and Librarian, Cornell Law School, 
Ithaca, N. Y. 
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tem of taxation in Michigan, and to report to the Gov- 
ernor not later than October 1, 1911. (Public Acts 
of Michigan, 1911, Act 92, p. 138.) 

Reports: 

Oct. 7, 1911, Preliminary Report of Commission of 
Inquiry into Taxation, 37 p. 

Dec. 15, 1911, Final Report of Commission of Inquiry 
into Taxation, 53 p. 

In 1911 the Board of State Tax Commissioners 
were directed to investigate, inventory, and appraise 
all mining properties in Michigan subject to taxation 
and to report the result of their investigation to the 
State Board of Equalization on or before the third 
Monday in August, 1911, and their report was directed 
to be filed in the office of the Attorney General. 
(Public Acts of Michigan, 1911, Act 114, p. 171.) 


Report: \ug. 21, 1911, Proceedings of the State 
Board of Equalization of Michigan, 82 p. 

In 1921 a committee was appointed to be composed 
of the Governor, Attorney General, two members of 
the Senate to be designated by the President, and 
three members of the House of Representatives to be 
designated by the Speaker. It was directed to make 
a thorough and exhaustive study and investigation of 
the entire subject of taxation, the systems employed 
in other states, and subjects kindred thereto. It was 
to recommend to the legislature at its next regular 
session such law or laws as may be deemed advisable 
to revise and correct the existing system of taxation. 
(Michigan House of Representative Journal, 1921, Sen- 
ate Concurrent Resolution No. 22.) 


Report: Dec. 14, 1922, 
Inquiry into Taxation, 62 p. 


Report of Committee of 


In 1929 the State Commission of Inquiry into Tax- 


ation was created consisting of nine members ap- 
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pointed by the Governor for the purpose of studying 
the tax situation in Michigan and to report all mat- 
ters relating to taxes with their recommendations. 
(Public Acts of Michigan, 1929, Act 122, p. 277.) 


Reports: 


1930, 112 p. 
1930, Supp. 59 p. 


State Board of Equalization 


The 1850 Constitution of Michigan in Article 14, 
Section 13, provided that the legislature should pro- 
vide for an equalization by a state board in 1851, and 
every fifth year thereafter, of assessments on all tax- 
able property in the state in the year 1851 and every 
fifth year thereafter. (Laws of 1851, 
let 106, p. 143.) 

In 1869 all state boards were directed to make an- 
nual reports of their acts and proceedings up to and 
including November 30 of each year, to the Secretary 
of State by whom they were to be published. 
of Michigan, 1869, Vol. 1, Act 13.) 

The 1851 statute was reénacted by the Laws of 
Michigan, 1871, Act 85; Public Acts, 1925, Act 248. 

In 1911 the State Board of Equalization was re- 


Michigan, 


(Laws 


enacted with minor changes, the chief one being the 
addition of the Chairman of the Board of State Tax 
(Commissioners as a member of the Board of Equaliza- 


(Public Laws of Michigan, 1911, Act 44, p. 53.) 


tion. 


Proceedings of State Board of Equalization of Michigan 














Place & Date No. of 

Year Period Covered of Pub. Report Paging 
1871 Session of Aug., 1871 Lansing, 1871 100 p 
1N7¢ Session of Aug.. 1876 Lansing, 1876 85 p 
1881 Session of Aug., 1881 Lansing, 1882 159 p 
1886 Session of Aug., 1886 Lansing, 1886 119 p 
1891 Session of Aug., 1891 Lansing, 1891 132 p 
1896 Session of 1896 Lansing, 1896 186 p 
1901 Session of 1901 Lansing, 1901 381 p 
1906 Session of 1906 Lansing, 1906 256 p 
1911 Session of 1911 Lansing, 1911 302 p 
1914 Session of 1914 Lansing, 1914 254p 
1916 Session of 1916 Lansing, 1916 222 p 

1915 Session of 1919 Fort Wayne, 
Ind., 1919 204 p 
1921 Session of 1921 Lansing, 1921 220 p 
1922. Session of 1922 Fort Wayne, 

Ind., 1922 (4)+5-182 p 
1923 Session of 1923 Lansing, 1923 (4)+5-188 p 
1924 Session of 1924 Lansing, 1924 (4)+5-232 p 
1925 Session of 1925 Lansing, 1925 5-132 p 
926 Session of 1926 Lansing, 1926 (2)+-5-146 p 
1927 Session of 1927 Lansing, 1927 (4)+-5-164 p 
128 Session of 1928 Lansing, 1928 (2)+5-182 p 
1929 Session of 1929 Lansing, 1929 (2)+5-182 p 

1930 Session of 1930 Lansing, 1930 (3)+5- 
171+-(4) p 
131 Session of 1931 Lansing, 1931 (4)+5-190 p 
1932 Session of 1932 Lansing, 1932 (4)+5-174 p 
133 Session of 1933 Lansing, 1933 (4)+5-138 p 
1934 Session of 1934 Lansing, 1934 (4)+5-132 p 
1935 Session of 1935 Lansing, 1935 (4)+5-132 p 
1936 Session of 1936 Lansing, 1936 (4)+5-122 p 
1937 Session of 1937 Lansing, 1937 (5)+6-115 p 
1938 Session of 1938 Lansing, 1938 (5)+6-120 p 
1939 ~=Session of 1939 Lansing, 1940 (4)+5-126 p 


* Note: ‘‘Until 1911, the Equalization Board reported once in every 
five years, from 1911 until 1921, twice in five years, and from 1921 
to date, every year.’’—Letter from the Michigan State Library, 
Lansing, Michigan. dated November 18, 1937. 
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In 1919 the membership of the State Board of 
Equalization was changed so that it should consist of 
the Auditor General, President of the Live Stock 
Sanitary Association, and three members of the Board 
of State Tax Commissioners. (Public Acts of Michigan, 
1919, Act 330, p. 582.) 


State Board of Assessors 


In 1899 the Governor was directed to appoint a 
State Board of Assessors consisting of three persons 
for the purpose of assessing all the property in the 
state of railroad companies and express companies, 
telephone and telegraph companies. No provision 
seems to have been made for making a report. (Public 
Acts of Michigan, 1899, Act 19, p. 21.) 

The reports of this Board are included in the Re- 
ports of the Board of State Tax Commissioners, 1899- 
1924; as part of the Report of the State Tax Depart- 
ment, 1925-1926; and as part of the Report of the State 
Tax Commission, 1927-current. 


Board of Tax Commissioners 


In 1899 the Governor was directed to appoint three 
Board of State Tax 
Commissioners whose duties were the general super- 
Vision over the supervisors and other assessing officers 
of the state, etc. 


commissioners to constitute a 


It was directed to make an annual 
report on or before December 15 to the Governor 
and the reports were required to be printed. (Public 
Acts of Michigan, 1899, Act 154, p. 227.) 

In 1901 the Board of State Tax Commissioners was 
directed to constitute a State Board of Assessors, 
ex officio, and to assess annually the property in this 
state of railroad, station, depot, express companies, 
etc. (Public Acts of Michigan, 1901, Act 173.) 

In 1901 two resident freeholders were added to the 
Board of State Tax Commissioners so that its per- 
sonnel was increased to five. (Public Acts of Michi- 


gan, 1901, Act 174, p. 248.) 


In 1905 the law was again amended so that the 
Governor should appoint a Board of State Tax Com- 
missioners consisting of three and not five. (Public 
Acts of Michigan, 1905, Act 281, p. 433.) 

Additional duties of assessment were required of 
the Board of State Tax Commissioners by the Public 
Acts of Michigan, 1905, Act 282, p. 439, and Public 
Acts of Michigan, 1909, Act 49, p. 77. 

In 1913 the Board of State Tax Commissioners was 
required to report biennially instead of annually and 
mention was made that their report should be filed 
before December 15 preceding each regular session of 
the legislature. (Public Acts of Michigan, 1913, Act 
153, p. 267.) 
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Reports of the Board of State Tax Commissioners 








Period 





Place and No. of 

Year Covered Date of Pub. Report Paging 

1899-00 For yrs. '99-’00 Lansing, ’01 Ist 350 p 

1901-02 For yrs. ’01-'02 Lansing, ’03 2nd 312 p 
Dated Dec. 15, ’02 

1903-04 For yrs. ’03-’04 Lansing, ’05 3rd 197 p 
Dated Dec. 15, ’04 

1905-06 For yrs. ’05-’06 Lansing, ’06 4th 231 p 
Dated Dec. 15, ’06 

1907-08 For yrs. '07-’08 Lansing, ’09 5th 391 p 
Dated Dec. 15, ’08 

1909-"10 For yrs. '09-"10 Lansing, ‘11 6th 392 p 
Dated Dec. 15, ’10 

1911-"12 For yrs. '11-’12 Lansing, '12 7th 68 p 
Dated Dec. 14, ’12 

1913-"14 For yrs. '13-'14 Lansing, ’15 8th 213 p 
Dated Dec. 15, ’14 

1915-"16 For yrs. '15-'16 Lansing, '16 9th 89 p 
Dated Dec. 15, ’16 

1917-"18 For yrs. '17-"18 Lansing, ’19 10th 81 p 
Dated Dec. 28, '18 

1919-"20 For yrs. '19-'20 Lansing, ’20 lith 109 p 
Dated Dec. 15, ’20 

1921-’22 For yrs. °21-’22 Lansing, ’22 12th 90 p 
Dated Dec. 15, ’22 

1923-24 For yrs. '23-’24 Lansing, ’25 13th (5)+7-87 p 


Dated Dec. 15, '24 


State Tax Department 


In 1925 the State Tax Department was created. 
The powers and duties formerly vested in the Board 
of State Tax Commissioners were transferred and 
vested in this department, and the old Board of State 
Tax Commissioners was abolished by this act. Its 
duties included the general supervision of the tax 


laws of the state, etc. It was directed to make a regu- 








lar report. (Public Acts of Michigan, 1925, Act 155, 
p. 219.) 
Report of the State Tax Department 
Period Place and No. of P 
Year Covered Date of Pub. Report Paging 
1925-'26 For biennial peri- | te) 
od 1925-’26 Lansing, °26 14th (5)+7-164 p 


Dated Dec. 20, ’26 


State Tax Commission 


In 1927 a State Tax Commission was created, and 
the powers and duties of the State Tax Department 
were transferred to it, and the State Tax Department 


was abolished. Its duties included the general super- 


vision of tax laws of the state, etc. It was directed 


to make a regular report. (Public Acts of Michigan, 


1927, Act 360, p. 859.) 


Reports of the State Tax Commission 





Place and 





Period No. of 
Year Covered Date of Pub. Report Paging 

1927-"28 For yrs. '27, °28 Lansing, ’29 

Dated Dec. 27, ’28 15th 119 p 
1929-" 30 For yrs. ’29, '30 Lansing, °31 

Dated Dec. 15, '30 16th (6)+7-116 p 
1931-"32 por yee. ‘3i,. "52 Lansing, n.d. 

Dated Dec. 15, ’32 W7th (5)+7-117 p 
1933-'34 For yrs. '33, '34 Lansing, '35 

Dated Dec. 15, ’34 18th 125 p 
1935-" 36 For yrs. '35, '36 Lansing, 37 

Dated Dec. 15, '36 19th (5)+7-132 p 
1937-'38 For yrs. °37, °38 Lansing, ’38 

Dated Dec. 31, ’38 20th (5)+7-125 p 


January, 1941 


In 1929 this commission was given the duty of 


administering the severance tax which became effec- 
tive May 1, 1929, and is a two per cent tax on the 


gross interest value of oil and gas as severed from the 
ground. 


State Board of Tax Administration* 


In 1933 the State Board of Tax Administration was 
created with duties of enforcing and administering 
the provisions of this act concerning the imposition 
of taxes on all persons or corporations, etc., engaged 
in making sales at retail. It was directed to publish 
an annual report containing its rulings and orders 
with such statistical information as shall be deemed 


of public interest. (Public Acts of Michigan, 1933, 
Act 167, p. 245.) 


Reports of State Board of Tax Administration 











Period Place € Date No. of 

Year Covered of Pub. Report Paging 
(Fiscal yr. ending) 

1934 June 30, ’34 HR. p., n.d. 40 p 
Dated Oct. 10, ’34 

1935 June 30, °35 nw. Dp, Ba. 20 p 
Dated Oct. 1, '35 

1936 June 30, °36 n. D., n. a 18 p 
Dated Oct. 1, ’36 

1937 June 30, °37 Nn. p., 2. @ 16 p 
Dated Oct. 1, '37 

1938 June 30, ’38 Nn. p., n.d 17 p 
Dated Oct. 1, '38 

1939 June 30, ’39 n. p., n.d 16 p 
Dated Oct. 12, ’39 

1940 June 30, ’40 n. p., n.d 14 p 


Dated Sept. 16, °40 


MINNESOTA 


Special Tax Commissions 


In 1901 the Tax Commission of the State of Minne- 
sota was created for the purpose of making a tax 
code for the State of Minnesota. This code was to 
include provisions for a permanent tax commission, 
defining its powers and duties. A report was required 
to be made to the Governor on or before February 1, 
1902. (General Laws of Minnesota, 1901, Ch. 13.) 


1902, 223 p. 

In 1933 a Tax Revision Committee was appointed 
by the Governor at the suggestion of Robert C. Bell, 
Chairman, for the purpose of collecting data and mak- 
ing a study and report on the ways and means for im- 
proving the tax system in Minnesota. No funds 


were provided for its expenses and the members paid 
their own. 


Report: 


Report: 
tee, 33 p. 

In 1935 the Legislative Tax Commission of Inves- 
tigation and Inquiry was created for the purpose of 
studying the tax system of the state, the existing tax 


1933, Report of Tax Revision Commit- 


* Functions under a department by itself which is the administra- 
tion of the 3 per cent sales tax and the use tax. 
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delinquencies, and the cause thereof, the effect of the 
present method of taxation on property and industry, 
and to recommend such changes in the tax system so 
that all taxes shall be just, and sufficient money raised 
to support the functions of government. (Laws of 
Minnesota, 1935, Resolution No. 16 [Appears in Senate 
Journal under date of April 23, 1935].) 


Report: 1937, Report of the Legislative Tax Com- 
mission of Investigation and Inquiry, (4)-136 p. 


Bank Tax Commission 


In 1927 a commission was created to study the tax 
laws of Minnesota with reference to the taxation of 
mortgages, money, and credit, and shares of stock in 
banks, trust companies, mortgage loan companies, and 
investment companies, etc. A report was required to 
be made to the next regular and special session of the 
legislature. (Laws of Minnesota, 1927, Ch. 382.) 

“The Bank Tax Commission is not a permanent commission 
but has been created by enactment of the legislature at each 
session.”—Letter dated September 3, 1937, from Secretary, Min- 
nesota Tax Commission, St. Paul, Minnesota. 

A report dated January 10, 1929, was published in 
a pamphlet entitled “Taxation of Banks” pages 20-34. 

The Bank Tax Commission has also published a 
pamphlet entitled “State Taxation of National Banks” 
containing 20 pages, n. p., n.d. (Dated September, 
1929.) 

In 1929 the Bank Tax Commission of Minnesota 
was created for the purpose of continuing the work 
of the committee appointed in 1927. It was directed 
to make a report of its work and recommendations to 
the next special session of the legislature. (Laws of 
Minnesota, 1929, Ch. 38.) 

A report was published entitled “1931 Report of 
Bank Tax Commission of Minnesota” containing 
16 pages. 

The Bank Tax Commission was continued by the 
1931 Laws, Ch. 275, and the 1933 Laws, Ch. 323. 

“The 1931 report of the Bank Tax Commission is last report 


printed by that commission.”—Letter dated October 8, 1937, 
from the Minnesota Tax Commission, St. Paul, Minnesota. 


State Board of Equalization 


A State Board of Equalization was established in 
1860 with the duty of meeting biennially on the first 
Monday in November. Its duties were to equalize 
the value of real property among the counties and to 
keep a full record of their proceedings. (Laws of 
Minnesota, 1859-60, Ch. 1, Sec. 39.) 

“As far as we are able to learn, the reports of the State 
Auditor prior to 1878 do contain the proceedings of the State 


Board of Equalization.”—Letter dated September 22, 1937, from 
the Minnesota Tax Commission, St. Paul, Minnesota. 
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In 1878 the legislature enacted a requirement that 
the Secretary of the State Board of Equalization shall 
keep a full record of the proceedings of the Board, and 
these were required to be published in the annual re- 
port of the state auditor. (Laws of Minnesota, 1878, 
Ch. 1, Sec. 46.) 


State Tax Commission 


The Minnesota State Tax Commission was created 
in 1907. Its duties are to exercise general supervision 
over the administration of assessment and taxation 
laws, etc. It was provided that the State Board of 
Equalization should cease to exist after January 31, 
1909, and that the tax commission should take over 
all the powers, duties, and authority of the State 
Board of Equalization. This allows the commission 
to sit as a State Board of Equalization. (Laws of 
Minnesota, 1907, Ch. 408.) 


Reports of the Minnesota Tax Commission * 





Period Place and No. of 
Year Covered Date of Pub. Report Paging 
1907 For yr. '07 St. Paul, ’07 920 p 
Preliminary report 
1907-’08 Dated Dec. 21, ’08 St. Paul, ’08 Ist x+279 p 
1910 For yrs. ’09, °10 St. Paul, ’10 2nd xvi+-490 p 
1912 ror yrs... "11, *12 St. Paul, '11 3rd xvi+813 p 
1914 For yrs. °13, ’14 St. Paul, '14 4th xiii+-435 p 
1916 For yrs: *15, °16 St. Paul, ’16 5th xv+399 p 
1918 For yrs. 17, ’18 St. Paul, ’18 6th x+329 p 
1920 For yrs. '19, '’20 St. Paul, ’20 7th ix+272 p 
1921-22 Biennium, ending St. Paul, ’22 8th xi+435 p 
June 30, ’22 
1923-24 Biennium ending St. Paul, ’24 9th xi+384 p 
June 30, ’24 
1925-'26 Dated Dec.20, ’26 St. Paul, ’26 10th xi+4-377 p 
1928 For yrs. °27, °28 St. Paul, ’28 11th xi+-409 p 
1930 For yrs. ’29, ’30 St. Paul, ’30 12th xiii+395 p 
1932 For yrs. °31,. "32 St. Paul, °32 13th xi+306 p 
1933-"34 For yrs. °33,. °34 St. Paul, '34 14th (4) +330 p 
1935-"36 For yrs. "35, °36 St. Paul, '36 15th 1+348 p 
1937-'38 Dated Dec. 20, ’38 St. Paul, 38 16th (4)+352 p 


Department of Taxation 


In 1939 the Minnesota Tax Commission was abol- 
ished as of July 1, 1940, and ali its powers and duties 
were transferred to a Department of Taxation which 
was thereby created with a single Commissioner of 
Taxation in charge. Under this law the Department 
of Oil Inspection, the Inheritance Tax Department, 
and the Cigarette License Division became parts of 
the Department of Taxation. The law provided for 
a printed biennial report of the Department of Taxa- 
tion. A Board of Tax Appeals was also created by 
this law, and a provision for a verbatim stenographic 
report of all proceedings had before it upon appeals 
was included. (Laws of Minnesota, 1939, Ch. 431, 
Art. VI, p. 929.) [Continued in next issue. ] 


* In 1925 the official title of the Minnesota Tax Commission became 
‘‘Department of Taxation.’’ (Laws of Minnesota, 1925, Ch. 426). 














Lewis Gluick, C. P. A., Shop-Talker 


The best laugh of 1940 reached us just too late to 
make the December issue. 


It came from a client of 
Max Greenhouse, a Rochester, N. Y., C. P. A., who 
wrote Mr. Greenhouse as follows: 


“Please find enclosed check for $35 and dated for the 
twenty-third of this month. I find that the calendar is filled 
up with postdated checks and this is the only date that is 
vacant at present. 

“Please accept this check for $35 as full payment of the 
$50 invoices we have been receiving from you 


since last 
January.” 


The same mail also brought us letters from two 
accountants in Florida who have evidently been shop- 
talkers for a long time, but who have never written 
before. Oneis H. D. Walz of Miami; the other T. W. 
Saltmarsh of Pensacola. From the latter we quote: 

“My particular work is in the income and estate tax field. 
having followed it since 1913. I am at present in the midst 
of the new excess profits tax intricacies and have never 
before seen such a complicated Revenue Act. There is much 
accounting involved in arriving at the liability under it.” 

The November, 1940 issue of the “N 
although not called a “tax number,” 


Png 
is too important 
taxwise to escape mention. 

There are articles on “1940 Decisions,” “Taxation 
of Nonresident Aliens and Foreign Corporations,” 
and “Taxes vs. the Natural Business Year.” 

Most significant, however, is an article by G. O. 
May on “Fundamentals of Accounting Procedure.” 
Do not be deceived by the title. Nearly half of it is 
directly on taxes, and the rest ties in. Also an article 
on “Typing and Filing Procedure” by Miss G. Pries- 
ter gives some valuable hints to any tax practitioner, 
be he lawyer or accountant. 

“State income tax decisions are relatively few and 
state rulings are little publicized.” 


The foregoing was not in italics on page 675 of 
the November, 1940 issue of this magazine, where it 
was a part of P. F. Myers’ article. We quote it now 
as one of the best ads ever written for the CCH state 
tax services, though the author did not intend it as 
such. The fact is that the CCH services covering 
every state and the District of Columbia do give sub- 
scribers every decision, every official ruling and a lot 
of unofficial ones, and give them to you with un- 
equalled speed, too. 

Cases 

Probably the most expensive clerical error in tax 
history is found in the Lerner case, a BTA memo deci- 
sion of September 20. A value of $25,000 was declared 
for capital stock tax purposes instead of two and one 
half million dollars. Though the error was first noted 
by the taxpayer, who voiuntarily paid the extra tax, 
interest and a penalty, the Commissioner refused to 
allow the amended basis and assessed excess profits 
tax on the first declaration. And the Board says he 
is right! We hope a Circuit Court is just and re- 
verses it. (403 CCH { 7506-0.) 

We heartily concur with Judge Kerner of the 
Seventh Circuit in his dissent to the case of Coffin 
decided August 12, 1940 (40-2 ustc J 9638). We come 
of a family so long-lived that anyone who dies before 
seventy is a sissy. As we send this to press an uncle 
has just celebrated his eighty-fourth birthday. But 
don’t tell us or anyone else that, hale and hearty as 
he is, if he gave away any part of $100,000 that he 
wasn’t doing it causa mortis. And just like the Mr. 
Coffin, our uncle is a master of bridge whist, too. 

We rather like the Dodd case decided by the BTA 
on October 30. (403 CCH § 7572-G.) It surprised us 
to see the Board giving effect to intent to retire bonds 
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although bookkeeping kept them alive. Had we been 
the corporation’s auditor in 1936 and thereafter we 
certainly would have protested against the practice of 
“drawing checks to itself as interest on the bond re- 
acquired.” We certainly do not blame the revenue 
agent for asserting that this unsound accounting was 
an intent to keep these bonds alive. 


We have seen no more humanly interesting case 
this year than that of Waterman, a BTA memo deci- 
sion of October 21. (403 CCH § 7551-D.) A novelist 
or dramatist could not find better material. Here is 
the life story of a couple who married in 1896; of a 
husband unsuccessful in his own business who be- 
came a partner in his wife’s successful business; of 
how together they amassed a small fortune; and of 
how justice triumphed (subject to the government’s 
appeal) by deciding for the estate of the husband. 
“The spouses were unfamiliar with income tax laws: 
otherwise they would have filed separately and saved 
tax.” Everything else points to the fact that they 
could neither think nor act “separately.” It seems 
to have been a beautiful partnership in both marital 
and business ways. 


An echo of the famous Hecht case, 73 Court of 
Claims 579, appears in that of Rae, a BTA memo deci- 
sion of November 1. Decedent’s twenty-three-year- 
old son received a salary of over $20,000 and despite 
his admitted hard work, the Board sustained the Com- 


missioner’s allowance of $5,000 as reasonable. (403 
CCH J 7575-B.) 


A gallant sailor has gone down with colors flying. 
On November 25 the Supreme Court, with three 
judges dissenting, decided against “Gerry’ Eubank. 
(40-2 ustc J 9788.) See our July, 1940 issue, page 451. 


Hole cups, flag poles and markers for golf courses 
are essential parts of the game and as such are taxable, 
the Third Circuit Court of Appeals ruled December 3, 
reversing a lower court ruling which held the acces- 
sories not subject to federal tax because the revenue 


act failed to list them as “games or parts of games.” 
(40-2 ustc J 9815.) 


The Hoefle case (40-2 ustc J 9673) has a human 
quirk. The taxpayer “admitted that he was on the 
job about everyday” but testified that “he just wasn’t 
physically able” to file his return on time. The real 
difficulty appears to have been fiscal and the Sixth 
Circuit on September 16 upheld the fraud penalty. 


Getting back to war taxes, here’s a 1918 obsolescence 
deduction upheld by the Eastern District of Wisconsin 
Court on July 24, 1940 (40-2 utsc J 9677). Who says 
there is no future for tax experts! And Al Capone is 
back in the Northern District of Illinois Court, which 
on August 26 upheld the BTA (40-2 utsc { 9678). 
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Don’t josh the case of Smith (40-2 ustc J 9672). On 
September 4 the District Court of Delaware was in 
sarnest when it said, “Company issued stock dividends 
for no apparent business reasons. In 1934 for no 
reason connected with its business Company redeemed 
shares of its preferred stock”. 


We see by the papers: 

“Salt Lake City, Utah, Nov. 13. AP. 
vouch for this story: 

“A worried mother took her four year-old son to the home 
of Dr. S. B. Rigby at Fairview, Utah. The boy had swal- 
lowed a penny. 

“Suddenly, the boy coughed and up came the penny— 
accompanied by a retail sales tax token. 

“Dr. David E. Ostler of Richfield, Utah, related the 
details in a letter to the state tax commission. He did not 
mention names.” 


Two physicians 


The following comes from the New York Times of 
November 15: 

“As reported in London dispatches, the purchase tax which 
has just gone into effect in Great Britain has at least one 
exemption not allowed by New York’s municipal sales tax. 
The buyers of the printed word are not taxed, unless the 
said word be embraced in a diary. In announcing the ex- 
emptions of printed music, tracts, pamphlets, periodicals and 
books, Sir Kingsley Wood, Chancellor of the Exchequer, 
told the House of Commons: 

“Tf the time comes when we have to chovse between 
money for books or boots, or between magazines and milk, 
then we shall have to choose boots and milk, and, with all 
respect to some of my honorable friends, that choice will be 


right’.” 

And the following from the November Review of the 
National Credit Men’s Association. 

“A suggestion that the proceeds of estate taxes be ear- 
marked to liquidate some of the national debt, was made 
by Henry H. Heimann, executive manager of the National 
Association of Credit Men. He also urged that a substantial 
amount of our present expenditures be covered by current 
taxation, but warned against the law of diminishing returns.” 

The N. Y. Times of November 22 carried a special dis- 
patch by radio which we regret space to reprint in 
full. It covers almost a full column and deals with the 
terrific tax load borne by Australians. There are 
400,000 Australians fighting or making munitions and 
the rest of the community must support them. ‘They 
may be “down under” but we'll wager they are not 


down-hearted. If taxes are up, so are thumbs. 


Things We Like about Galveston 

The chocolate ice cream. 

The Moody Bank. Instead of advertising its 
“capital and surplus” which is meaningless to the man 
in the street it says “Responsibility $2,000,000.” 

The little East End Christian Church and its pastor, 
Dr. Shannon. 

The Rosenberg Free Library. 

The porpoises in the channel. 

The pecans. 

No double features at the movies. 
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More Army and Navy Taxes 


Continuing from our December issue, let us look 
at 401 CCH § 0664. Summarized, based on old war 
rulings such as T. D. 2600, deductions by the employer 
for compensation paid to employees temporarily in 
military service, are allowable. Whether or not they 
are subject to unemployment taxes, depends on state 
regulations. 


If you are a paymaster, look at J. T. 1903. It was 
held that although an army finance officer used his 
personal car to make daily trips to a bank, he could 
not deduct the cost. If the government won’t furnish 
you with an official car, better walk or take the trolley. 


We have never quite seen the sense of Article 24-1 
of Regulations 103, which is a carry-over all the way 
from 45. We quote: “The cost of a sword is deduct- 
ible but the cost of a uniform is not.” The difference 
is predicated on the basis that uniforms are in lieu 
of ordinary citizens’ clothing. But the Army officer, 
and all Navy men on shore duty, must have full out- 
fits of both kinds of clothing. Congress, recognizing 
this need, grants Reserve Officers clothing gratuities. 


On the other hand, a sword if anything, is subject 
to depreciation rather than an outright deduction. 
Sheaths and knots wear out in time, but the sword 
itself, given an occasional oiling, will outlast most 


men. But see A. R. R. 594; 5 CB 154. 


The case of Hall, 10 BTA 847, only confuses the 
issue. Gold lace and buttons were held non-deduct- 
ible, while epaulets and campaign bars were held to 
be business expenses. 


If you are ever unfortunate enough to be required 
to “make up a shortage in accounts though due to no 
negligence” on your part, you may get a little con- 
solation from J. T. 1182 holding that amount as a de- 
ductible expense. 

During the World War, Army and Navy pay up 
to $3,500 per annum was exempt—but not since Janu- 
ary 1,1921. There are a lot of O. D.’s under this that 
you can find listed at 411 CCH § 52.03. 


Commutation or rental value of quarters is not tax- 
able income. See the case of Jones, 1 ustc J 129, a 
Court of Claims decision. 


We think that J. T. 1497 is definitely out of date. 
If you are on sea duty a deduction for subsistence 
seems to us to be out of order under the Pay Bill of 
1925. On the other hand J. T. 1404 seems to be still 
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logical and in effect. If you are permanently sta- 
tioned away from home, leaving your wife there, so 
that you have to pay for room and board, you never- 
theless can not deduct such costs, however necessary 
they be. 

O. D. 1135 and I. T. 3022 seems to be in conflict as 
to the taxability of transportation charges of depend- 
ents paid by the government. It is true that the 
former was on an Army case ,the latter on a Coast 
Guard case, but the latter being the more recent 
should be controlling. Furthermore G. C. M. 18430, 
as late as 1937, held that “reimbursement of the cost 
of transportation of family should not be included in 
gross income.” ‘This last was in respect to a state 
department employee “transferred from one foreign 
post to another for the Government’s convenience.” 
Equity would call for its application to the Army, 
Navy and Coast Guard, and if it does not the Treasury 
Department should say so promptly for the benefit of 
all concerned. 


Not handed down specifically for Army and Navy 
reservists, G. C. M. 22272 (413 CCH { 6010) will prob- 
ably have more application to them than anyone else. 
“The sub-let of an apartment by a tenant who is re- 
quired to change his residence to another city is a 
transaction entered into for profit” and “a loss sus- 
tained is deductible.” 


T. D. 3420, released October 28, concerns taxable 
status of subsistence and quarters furnished Army 
and Navy nurses. It is held these items are not tax- 
able. (413 CCH § 6016.) 


According to the N. Y. Times of November 22 
quoting from the London Daily Telegraph British mili- 
tary and naval men are trying to get the tax on their 
uniforms abated. The tailors say they are losing 
money anyhow. It certainly seems silly to us to give 
an officer a uniform allowance, and then make him 
pay some of it back via a sales tax on the uniform. 


The death of John H. Kirby in Houston, Texas, on 
November 10, recalls one of the most cited cases ever 


decided. It was in respect to the lumber company 
which bears his name. See for example 401 CCH 
§ 0712. 

Correction 


Our citation of the W. B. & A. Realty case on 
page 762 of the December issue should have been to 
the District Court, not Circuit. 
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ALABAMA | 





February 1 
Annual list of stock-and bondholders due. 
Corporation permit application due. 
Automobile dealers’ reports due. 

Public utility inspection fees due. 

February—First Monday 
Last day to make corporation property tax 

return. 

February 10—— 

Automobile dealers’ reports due. 

Oil and gas conservation tax due. 

Reports of wholesalers, distributors and re- 
tailers of alcoholic beverages due. 

Tobacco use tax reports and payment due. 

February 15—— 

Carriers’, warehouses’ and _ transporters’ 
gasoline tax reports due. 

Carriers’, warehouses’ and _ transporters’ 
lubricating oils tax reports due. 

Motor carriers’ mileage tax reports and 
payment due. 


February 20—— 

Automobile dealers’ reports due. 

Coal and iron ore mining tax reports and 
payment due. 

Lubricating oils tax reports and payment 
due. 

Motor fuel tax reports and payment due. 

Sales tax reports and payment due. 





ARIZONA 

February 5—— 

Alcoholic beverage licensees’ reports due. 
February 15—— 

Gasoline tax reports and payment due. 

Gross income reports and payment due. 

Motor carriers’ reports and taxes due. 
February 25—— 

Motor fuel carriers’ reports due. 


= 


ARKANSAS 
February 1—— 
Annual sales tax reports and payment due. 
February 10—— 
Blenders and rectifiers of intoxicating liq- 
uors—reports and taxes due. 





Natural resources severance taxes and re- 
ports due. 

Statements of purchases of national re- 
sources due. 


‘ 
% 
Hi 


\ 





February 15—— 
Light wine and beer wholesalers’ purchase 
reports due. 
Sales tax reports and payment due. 
Wine manufacturers’ reports and taxes 
due. 
February 20—— 
Gasoline tax reports and payment due. 


CALIFORNIA 
February 1—— 
Gasoline tax due. 
February 15—— 

Gasoline tax reports due. 

Personal income tax information returns 
and remittances of amounts withheld 
due. 

Use fuel taxes and reports due. 

February 20 

Beer and wine reports and taxes due. 

Motor carriers’ gross receipts tax due. 





COLORADO 


February 10—— 
Motor carriers’ reports and taxes due. 
February 15—— 
Coal mine owners’ reports due. 
Coal tonnage tax reports due. 
Income tax information returns due. 
Sales tax reports and payment due. 
Service tax reports and payment due. 
Use tax reports and payment due. 





February 25—— 
Gasoline tax reports and payment due. 
February 28 
Property tax (first installment) due. 





CONNECTICUT 
February 1—— 
Gasoline tax due. 
February 15—— 
Gasoline tax reports due. 


Reports and fees due from foreign corpo- 
1 and 


rations organized between Jan. 
June 30. 
February 20—— 
Alcoholic beverage tax 
ment due. 
February 28—— 
Cigarette distributors’ 
reports due. 
Motor vehicle registration fees due. 
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DELAWARE 

February 15—— 

Filling stations’ gasoline tax reports due. 
Manufacturers and importers of alcoholic 
beverages—reports due. 

February 28 
Carriers’ gasoline tax reports due. 
Distributors’ gasoline tax reports and pay- 

ment due. 





DISTRICT OF COLUMBIA 


February 1—— 
Street railway reports due. 
February 10—— 

Licensed manufacturers, retailers and 
wholesalers of alcoholic beverages—re- 
ports due. 

Licensed manufacturers and wholesalers of 
beer—reports due. 

February 28—— 
Gasoline tax reports and payment due. 


FLORIDA 
February 10—— 
Manufacturers’ and dealers’ alcoholic bev- 
erage reports due. 
February 15—— 
Gasoline tax reports and payment due. 
Chain store gross receipts tax reports and 
payment due. 
Transporters’ and carriers’ alcoholic bev- 
erage reports due. 


GEORGIA 





February 1 
Motor vehicle registration fees due. 
February 10 
Tobacco wholesale dealers’ reports due. 
February 15—— 
Malt beverage tax 
due. 
February 20—— 
Gasoline tax reports and payment due. 





reports and payment 





IDAHO 


February 9—— 
Motor carriers’ gross revenue reports due. 
February 10. 
Beer dealers’ reports due. 
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February 15—— 
Electric power company reports and taxes | 
due. 
Gasoline tax reports and payment due. 


ILLINOIS 





February 10 
Motor carriers’ mileage tax due. 
February 15—— 
Last day to make alcoholic beverage re- | 
ports. 
Sales tax reports and payment due. 
Warehousemen’s reports on alcoholic bev- 
erages due. 
February 20 
Gasoline tax reports and payment due. 
February 28 
Last day to file franchise tax statements. 








INDIANA 
February 15—— 
Bank share tax reports due. 
Banks and trust companies’ intangibles tax 
reports due. 
Carriers’ gasoline tax reports due. 








February 20 
Bank share tax due. 
Banks’ and trust companies’ 
tax due. 
Building and loan associations’ intangibles 
tax reports and payment due. 
February 25—— 
Gasoline tax reports and payment due. 


intangibles 


IOWA 
February 1—— 
Coal mine reports due. 

Freight line and equipment company taxes 
due. 
February 10 

Carriers’ gasoline tax reports due. 
Cigarette vendors’ reports due. 
Class A permittees’ beer tax reports and 
payment due. 
February 20—— 
Gasoline tax reports and payment due. 





KANSAS 
February 1—— 
Motor vehicle registration fees due. | 
February 10—— | 
Malt beverage reports and taxes due. 
February 15—— 
Carriers’ gasoline tax reports due. | 
Compensating tax reports and payment 
due. | 
Motor carriers’ gross ton mileage tax re-| 
ports and payment due. 
February 20—— | 
Sales tax reports and payment due. } 
February 25—— 
Gasoline tax reports and payment due. 


KENTUCKY 
February 1—— 
Income tax information returns 
taxable distributions due. 


February 10—— 
Alcoholic beverage reports due. 
Refiners’ and importers’ gasoline tax re- 
ports due. 
February 15—— 
Motor vehicle fuel (other than 
reports and payment due. 
Passenger carriers’ mileage tax due. 
Public utility gross receipts tax 
and payment due. 


of non- 


gasoline) 


reports 
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February 20—— 
Oil production tax reports and payment 
due. 
February 28—— 
Dealers’ and transporters’ gasoline tax re- 
ports and payment due. 


LOUISIANA 

February 1—— 

Chain store tax reports due. 

Domestic corporation reports due. 

Public utility license and pipe line trans- 

portation tax due. 
Wholesalers’ tobacco reports due. 
February 6—— 
Motor vehicle registration fees due. 
February 10 
Importers’ 
ment due. 

Importers’ kerosene tax reports due. 

Importers’ lubricating oils reports due. 

Light wine and beer importers’ reports 
due. 

February 15—— 

Carriers’ gasoline tax reports due. 

Carriers’ kerosene tax reports due. 

Carriers’ light wine and beer reports due. 

Carriers’ lubricating oils reports due. 

Intoxicating liquor manufacturers’ and 
dealers’ reports due. 

Wholesalers’ tobacco tax reports due. 

February 20 

Dealers’ gasoline tax reports and payment 
due. 

Dealers’ kerosene tax reports and payment 
due. 

Fuel use tax reports and payment due. 

Light wine and beer manufacturers’ and 
dealers’ tax reports due. 

Lubricating oils tax reports due. 

Petroleum solvents reports due. 





gasoline tax reports and pay- 








MAINE 


February 1 
Gasoline tax due. 
February 10—— 
Manufacturers and wholesalers 
beverages—reports due. 
February 15—— 
Gasoline tax reports due. 





of malt 


MARYLAND 

February 10—— 

Admissions tax payment due. 
February 15—— 

Income tax information returns due. 
February 28—— 

Beer tax reports and payment due. 

Gasoline tax reports and payment due. 


MASSACHUSETTS 
February 1—— 
Returns due from owners of classified for- 
est lands. 
February 10 
Alcoholic beverage tax 





reports and pay- 
ment due. 
February 15—— 
Cigarette distributors’ taxes and reports 


due. 
February 28—— 
Gasoline tax reports and payment due. 


MICHIGAN 





February 1 
Gas and oil severance tax reports and pay- 
ment due. 
February 5—— 
Carriers’ gasoline tax reports due. 
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February 15—— 
Sales tax reports and payment due. 
Use tax reports and payment due. 
February 20—— 


Distributors’ gasoline tax reports and pay- 
ment due. 


Gas and oil severance tax reports and pay- 
ment delinquent. 
February 283—— 
Motor vehicle registration fees due. 


MINNESOTA 
February 1—— 

Annuity income tax and information re- 
turns due. 

Express, freight line, sleeping car, tele- 
graph and telephone company returns 
due. 

Railroads’ leased freight car reports due. 

Royalty tax reports due. 

February 10—— 

Brewers’, manufacturers’ and wholesalers’ 

alcoholic beverage reports due. 
February 15—— 

Interstate motor carriers’ mileage tax due. 

Motor vehicle registration and fees due. 

Railroads’ semi-annual gross earnings re- 
ports due. 

February 25—— 
Gasoline tax payments due. 


MISSISSIPPI 
February 1—— 
Property tax 
ment) due. 
February 5—— 
Factory reports due. 
February 10—— 
Admissions taxes and reports due. 
February 15—— 
Gasoline tax reports and payment due. 
Manufacturers,’ distributors’ and whole- 
salers’ tobacco reports due. 
Retailers’, wholesalers’ and distributors’ 
light wines and beer reports due. 
Sales taxes and reports due. 
Timber severance taxes and reports due. 
Use tax reports and payment due. 
February 28—— 
Foreign corporation insurance premiums 
taxes (semi-annual) and reports due. 


(first semi-annual install- 





MISSOURI 


February 5—— 
Non-intoxicating beer permittees’ reports 
due. 
February 15—— 
Gasoline tax reports due. 
Kansas City property tax returns due. 
Retail sales tax reports and payment due. 
February 25—— 
Gasoline tax due. 
February 28—— 
Soft drinks tax reports and payment due. 


MONTANA 
February 1—— 


Motor vehicle registration and fees due. 
February 15—— 
Brewers’ and liquor wholesalers’ 
ports and payment due. 
Electric company reports and taxes due. 
Gasoline tax reports and payment due. 
February 20—— 
Producers’, transporters’, dealers’ and re- 
finers’ crude petroleum reports due. 
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NEBRASKA 
February 1—— 
Motor vehicle registration and fees due. 
February 15—— 
Alcoholic beverage manufacturers’ 
wholesale distributors’ reports due. 
Gasoline tax reports and payment due. 
Imitation butter reports and taxes due. 


and 


NEVADA 
February 15—— 
Carriers’ gasoline tax reports due. 
February 25—— 
Dealers’ gasoline tax reports and payment 
due. 
Fuel users’ tax reports and payment due. 


NEW HAMPSHIRE 
February 1—— 
Gasoline tax due. 
February 10—— 
Alcoholic beverage reports and taxes due. 
February 15—— 
Gasoline tax reports due. 








NEW JERSEY 
February 1—— 

Bank share tax 
due. 

Property tax (quarterly installment) due. 

Public utilities using streets—gross_ re- 
ceipts tax reports due. 

February 10—— | 

Busses and jitneys in municipalities—gross 
receipts reports and taxes due. | 

Interstate busses—excise taxes and reports 
due. 

February 15—— 

Manufacturers,’ distributors’, transporters’, 
warehousemen’s and importers’ alcoholic | 
beverage taxes and reports due. 

February 20 

Retailers’ alcoholic beverage 

taxes due. 
February 28—— 

Carriers’ gasoline tax reports due. 

Distributors’ gasoline taxes and 
due. 


(quarterly installment) 








reports and 


reports 


NEW MEXICO 
February 1—— 
Mineral property reports due. 
February—First Monday 
Railroad, telegraph, telephone, and trans- 
mission or pipe line company property 
tax returns due. 
February 15—— 
Occupational gross income tax reports and 
payment due. 
Oil and gas severance gross production re- | 
ports due. | 
Severance taxes and reports due. | 
February—Third Monday—— | 
Railroad rolling stock property tax returns | 
due. 
February 20—— 
Motor carriers’ reports and taxes due. 
February 25—— 
Gasoline taxes and reports due. 








Use or compensating taxes and reports | 
due. 
NEW YORK 
February 1—— 
State property tax (semi-annual install- 
ment) due. 
February 15—— | 
Information returns and remittances of | 


amounts withheld due. 
Transportation and transmission compa- 
nies’ additional taxes and reports due. | 


STATE TAX CALENDAR 


February 20—— 
Alcoholic beverage taxes and reports due. 
February 25—— 
New York City conduit company taxes and 
reports due. 
New York City public utility excise taxes 
and returns due. 
February 28—— 
Gasoline tax reports and payment due. 
Insurance company premiums taxes and re- 
ports due. 
Water, electric, gas, etc., companies’ taxes 
and reports due. 


NORTH CAROLINA 
February 1 
Bank share tax delinquent. 
February 10—— 
Alcoholic beverage taxes and railroad re- 
ports due. 
Carriers’ gasoline tax reports due. 
Feb. 15—— 
Last day to make semi-annual reports and 
pay insurance company premiums taxes. 
Sales tax reports and payment due. 
Spirituous liquor taxes due. 
Use tax reports and payment due. 
February 20—— 
Distributors’ gasoline tax reports and pay- 
ment due. 





NORTH DAKOTA 
February 1—— 
Oil reports and fees due. 
February 15—— 
Alcoholic beverage transactions taxes and 
reports due. 
Gasoline tax reports and payment due. 
Interstate motor carriers’ tax due. 
Railroad and telephone companies’ 
erty tax reports due. 


prop- 





February 28—— 
Grain warehouse reports due. 


OHIO 

February 10—— 

Admissions taxes and reports due. 

Class A and B permittes’ alcoholic beverage 

reports due. 

February 15—— 

Cigarette use taxes and reports due. 
February 20—— 

Dealers’ gasoline tax reports due. 
February 28—— 

Gasoline tax due. 


OKLAHOMA 
February 1—— 
Oil, gas and mineral gross production taxes 
and reports due. 
February 5—— 
Operators’ reports of mines other than coal 
due. 
February 10—— 
Airports’ gross receipts taxes and reports 
due. 
Alcoholic beverage taxes and reports due. 


| February 15—— 


Gasoline taxes and reports due. 
Information returns under income tax due. 
Sales taxes and reports due. 

February 20—— 
Coal mine operators’ reports due. 
Diesel fuel oil taxes and reports due. 
Use tax reports and payment due. 








( 
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February 28—— 
Insurance company premiums tax reports 
and payment due. 
Intangible personal property of public 
service corporations and railroads listed. 
Public service company returns due. 


OREGON 

February 10—— 

Oil production tax reports and payment 

due. 

February 15—— 

Income tax information returns due. 
February 20—— 

Alcoholic beverage taxes and reports due. 

Gasoline taxes and reports due. 

Motor carriers’ taxes and reports due. 


PENNSYLVANIA 
February 1—— 
Last day to file public utility reports and 
pay taxes. 
Motor carriers’ 
reports due. 
February 10—— 
Importers’ spirituous and vinous liquor re- 
ports due. 
Malt beverage reports due. 
February 15—— 
Bank share tax reports due. 


gross receipts taxes and 


Employers’ returns of tax withheld at 
source due under Philadelphia income 
tax. 


Manufacturers’ alcoholic beverage taxes 
and reports due. 

February 28 

Gasoline tax reports and payment due. 





RHODE ISLAND 
February 1—— 
Reports due from owners of ships in for- 
eign commerce. 
February 10. 
Manufacturers’ alcoholic beverage reports 
due. 
Tobacco products tax reports due. 
February 15—— 
Gasoline taxes and reports due. 
February 28—— 
Insurance company gross premiums reports 
due. 








SOUTH CAROLINA 
February 10—— 
Admissions taxes and reports due. 
Beer and wine wholesalers’ reports due. 
Last day to file power tax return and make 
payment. 


| February 15—— 


Motor fuel taxes and reports due. 
February 20—— 
Gasoline taxes and reports due. 
Pawnbrokers’ property tax returns due. 
February 28—— 
Last day to file corporation license tax re- 
ports. 
Last day to make public utility franchise 
tax returns. 


SOUTH DAKOTA 

February 1—— 

Passenger motor carriers’ taxes due. 
February 15—— 

Alcoholic beverage sales reports due. 

Gasoline tax reports due; tax due thirty 

days hence. 

Sales taxes and reports due. 

Use taxes and reports due. 
February 28—— 

Foreign corporation reports due. 
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TENNESSEE 





February 1 
Cottonseed oil mill reports due. 
February 10 
Barrel tax on beer due. 
Carriers’ gasoline tax reports due. 
Last day to make alcoholic beverage re- 
ports. 
February 15—— 
Mines’ annual statistical reports due. 
February 20 




































Distributors’ gasoline taxes and reports 
due. 
TEXAS 
February 15—— 
Oleomargarine dealers’ taxes and reports 


due. 
February 20 
Gasoline taxes and reports due. 



































































February 25—— 
Carbon black production taxes and reports 
due. 


due. 
Oil production taxes and reports due. 


ports due. 


UTAH 





February 10 
Carriers’ gasoline tax reports due. 
Liquor licensee’s reports due. 

Mining occupation tax returns due. 
Mining property tax returns due. 

February—Second Monday—— 

Public utility property tax returns due. 

February 15—— 

Distributors’ and retailers’ 
and reports due. 
Income tax information returns due. 

February 28 
Motor vehicle registration fees due. 








VERMONT 


February 10—— 
Alcoholic beverage taxes and reports due. 
February 15—— 
Electric light and power company 
and taxes due. 
Income tax information returns due. 
February 28 
Gasoline taxes and reports due. 
Insurance company premiums tax due. 


reports 





annual installment of deposits tax. 


VIRGINIA 
February 1—— 
Bank share tax due. 
February 10—— 
Beer dealers’, bottlers’ and manufacturers’ 
reports due. 
February 20 
Gasoline taxes and reports due. 





Natural gas production taxes and reports | 





Theatres’ prizes and awards taxes and re- | 


gasoline taxes | 


Last. day for domestic banks to pay semi- | 
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WASHINGTON 
February 10 
Malt products brewers’ and manufacturers’ 
tax reports due. 
February 15—— 
Butter substitutes taxes and reports due. 
Gasoline taxes and reports due. 
Insurance company gross premiums tax 
returns due. 





WEST VIRGINIA | 

February 10—— | 
Alcoholic beverage taxes and reports due. 
February 15—— | 
Sales taxes and reports due. 


February 28 
Chain store tax due. 








WISCONSIN 
February 10 
Intoxicating liquor and wine reports due. 
Tobacco products tax returns due. 
February 15—— 
Railroad and street railway semi-annual 
gross receipts reports due. 
February 20 
Gasoline and diesel fuel taxes and reports 
due. 


February 28—— 
Privilege dividend taxes and returns due. | 








WYOMING 


February 10—— | 
Carriers’ gasoline tax reports due. | 
| 








February—Second Monday—— 

Last day to file mine products tax returns. 
February 15—— 

Gasoline taxes and reports due. 

Sales taxes and reports due. 

Use taxes and reports due. 








February 20—— 
| Motor carriers’ taxes and reports due. 


FEDERAL TAX CALENDAR 
February 15—— 

Corporation income tax and excess profits 
tax return due for fiscal year ended No- 
vember 30. Forms 1120 and 1120A. 

Entire income-excess profits tax or first 
quarterly installment due on returns for 
fiscal year ended November 30. Forms 
1040, 1041, 1120, 1120A, 1120H, 1120L. 

Entire income tax or first and second quar- 
terly installments due under general ex- 

tension (citizens abroad, etc.) for fiscal 

} year ended August 31, with interest at 
6% from November 15 on first install- 
ment. Form 1040, 1120, or 1120A. 

Entire income tax or first quarterly in- 
stallment due on returns of nonresidents 
for fiscal year ended August 31. Forms 
1040, 1120NB. 

Fiduciary income tax return due for fiscal 
year ended November 30. Form 1041. 
Foreign partnership return of income due 
by general extension for fiscal year ended 

August 31. Form 1065. 

Individual income tax return due by gen- 
eral extension for fiscal year ended 
August 31, in case of American citizens 
abroad. Form 1040. 

Individual income tax return due for fiscal 
year ended November 30. Form 1040. 
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Last quarterly income tax payment due on 
returns of nonresidents for fiscal year 
ended November 30, 1939. Forms 1040B, 
1040NB, 1040NB-a, 1120NB. 

Life insurance company income tax returns 
due for fiscal year ended November 30. 
Form 1120L. 

Monthly information return of stockhold- 
ers and directors of foreign personal 
holding companies due for January. 
Form 957. 

Nonresident alien individual income tax 
return due for fiscal year ended August 
31. Form 1040B. 

Nonresident alien individual income tax 
return due (no U. S. business or office) 


for fiscal year ended August 31. Form 
1040NB. 
Nonresident foreign corporation income 


tax 
August 31. 


return due for fiscal 
Form 1120NB. 


year ended 





Partnership return of income due for fiscal 
year ended November 30. Form 1065. 
Personal holding company returns due for 
fiscal year ended November 30. Form 

1120H. 

Resident foreign corporations and domes- 
tic corporations with business and books 
abroad or principal income from U. S&S. 
possessions—returns due for fiscal year 
ended August 31 by general extension. 
Forms 1120 and 1120A. 

Second quarterly income-excess profits tax 
payment due for fiscal year ended Au- 
gust 31. Forms 1040, 1041, 1120, 1120A, 
1120H, 1120L. 

Second quarterly income tax payment due 
on returns of nonresidents for fiscal year 
ended May 31. Forms 1040B, 1120NB. 

Stockbrokers’ monthly return of stamp ac- 
count due for January. Form 838. 

Third quarterly income-excess profits tax 
payment due for fiscal year ended May 
31. Forms 1040, 1041, 1120, 1120A, 1120H. 
1120L. 





February 20—— 
Monthly information return of ownership 
certificates and income tax to be paid at 


source on bonds due for January. Form 
1012. 
February 28—— 
Admissions, dues and safety deposit box 


rentals tax due for January. Form 729. 

Excise taxes on electrical energy, telegraph 
and telephone facilities and transporta- 
tion of oil by pipe line due for January. 
Form 726. 


Excise taxes on lubricating oils, fancy 
wooden matches, and gasoline due for 
January. Form 726. 

Excise taxes on sales due for January. 
Form 728. 

Processing taxes on oils due for January. 
Form 932. 


Sugar (manufactured) tax due for Jan- 
uary. Form 1 (Sugar). 
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Ready Now 


the 1940-41 Edition of Montgomery’s famous 


FEDERAL TAX 
HANDBOOK 


—the reliable help you need on today’s unprecedented problems of 


income tax. excess protits taxes. capital stock tax. 
estate tax. gift tax. other federal taxes 


ee now and March 15, you are going to be under 
heavy pressure with tax returns for your company or for 


clients. You face seemingly endless problems, intricate and 
difficult— 


—where it makes an important difference which of two or three 
alternatives you adopt; 


—where the course that seems best for this year may carry risks 
of hardship later; 
—where there is no standard pattern to follow, and you want to be 
able to support your judgment with experienced authority. 
Montgomery’s 1940-41 FeperAL Tax HANDBOOK can relieve 
you of much of this pressure and uncertainty. The trustworthy, 
what-is-best-for-us guidance that you are hunting for is the 
very thing this famous guide gives you. Step-by-step, as you 
work out each problem, you have the advice and judgment of a 
recognized authority; definite, forward-looking counsel from 
years of experience with important tax questions. 


Nothing Else Like This Handbook 


for Completeness, Directness, Ease of Use 


T gets together everything you need for sound, positive 
decisions, with least work on your part— 


—the requirements of the law: quoted, analyzed, and interpreted 
into concise instructions for immediate procedure; 


—the attitude of the Treasury, and of the Courts and Board of 
Tax Appeals, as expressed in latest rulings and decisions; 


—the position to be taken by taxpayers now and through the year 
to protect their interests; 


—definite opinions and specific recommendations on ambiguous 
or disputed points, especially respecting new and untried pro- 
visions of the law. 


The Handbook does not sidestep or hedge, but anticipates your 
questions. It combines both the necessary viewpoints—legal and 
accounting—at every step. The 2,200 pages, 51 chapters, leave no 
stone unturned to guide you in selecting the best and wisest course of 
action for holding your taxes down to their proper minimum. A 
130-page general index, plus indexes to the law, regulations, rulings, 
and court cases makes every item easy to find. 





However experienced you may be in tax matters, no matter what 
other help you may have, use this 1940-41 Handbook for complete 
and systematic review of every item in your return, to make sure no 
angles have been overlooked. 


7 e " y i 
Immediate Delivery—Order Now 

Qo great are the possibilities of avoiding error or choosing a better 

\) course through its guidance. to say nothing of the time and trouble 

saved by its use, that no one with tax payments of consequence can 

afford to risk being without this unquestioned authority. 


Satisfaction guaranteed—see order form at right. Just fill out and 
mail—your FrEpERAL Tax Hanpsooxk will be shipped at once. 


The Ronald Press Company 
15 East 26th Street, New York, N. Y. 
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Tg" issue of this famous guide, relied on every- 
where by accountants, lawyers, financial executives. 














Outstanding in Its High Authority: 
By ROBERT H. MONTGOMERY 


Counsellor-at-Law; Certified Public Accountant— assisted by a 
Staff of Legal and Accounting Specialists. 



































The New Excess Profits Tax 











r | ‘HE Excess Profits Tax Law of 1940 contains a number of 
provisions that will prove traps for the unwary. The 











Handbook will guide you safely through the mazes of this 
intricate statute, explaining methods of determining invested 
capital, inadmissible assets, base period earnings, credits, 
exemptions, qualifications for special relief, etc. 






























Two Handy Volumes, 
2,200 Pages 


a vs 00 


Mail Handy 


Coupon 
Below 


Today 


= teetnaall ateiatil a canal Rohan ae — oneal — Te a ee ii oaell SN 4 
THE RONALD PRESS COMPANY 
15 East 26th Street, New York, N.Y. ! 
| Send us at once Montgomery’s Federal Tax Handbook 1940-41, two volumes, { 
price $17.50 plus delivery, as checked below: 
OO Within 5 days after receipt of the book, we will send payment in full. 


0) Enclosed is check for $17.50 in payment. (We pay delivery charges j 
when payment accompanies order.) 
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DIGESTS O 


IN CURRENT LE®AL PERIODICALS 


THE APPORTIONMENT OF 
DEATH TAXES 


George F. Karch, Member of the Ohio Bar 


54 Harvard Law Review, November, 
1940, p. 10-49 


Death taxation takes the form either of 
an inheritance tax or an estate tax. An 
inheritance or succession tax is levied the- 
oretically against the right or privilege of 
each beneficiary to receive property passing 
after death, whereas an estate tax is levied 
theoretically upon the privilege of post- 
mortem disposition by the decedent, the tax 
being assessed upon the net estate of the 
decedent as a whole, rather than upon the 
amount received by each of the beneficiaries. 
The inheritance tax field has been left open, 
so far, to the states. Estate taxes are levied 
by the Federal Government and some states. 
































Inheritance Taxes 


Since an inheritance tax or succession tax 
is one levied theoretically against each bene- 
ficiary’s right or privilege to receive prop- 
erty passing from a decedent, it follows 
necessarily that each distributive share must 
be valued separately to ascertain the amount 
of tax to be assessed against it. Assessing 
a tax on the market value of each succession 
where there are unmarketable future inter- 
ests, conditional or vested, seems unsound 
and the procedure is replete with adminis- 
trative difficulty both on the side of the 
taxing authorities and on that of the execu- 
tor or administrator of the estate. 

The Ohio law provides that the value of 
a future interest or annuity for any life or 
lives in being shall be determined by mor- 
tality tables. By assuming that all property 
earns a fixed rate of income and that the 
mortality of the successors is equivalent to 
the average mortality according to the pre- 
pared tables, actuaries can fix an immediate 
value on a great many divided interests by 
breaking down the total appraised value of 
the underlying property into the separate 
values of the divided interests. Any values 
based on such assumptions are likely to be 
unrealistic. The real difficulties of comput- 
tation, however, arise in the valuation of 
successions in which the rights, interests or 
estates of the successors are dependent upon 
contingencies whereby they may be wholly 
or in part created, defeated, extended or 


abridged. 


c 


legislatures f 
assessment of the tax immediately upon the 


which possibly could apply on any hypo- 
thetical occurrence of the contingencies. 
the estate ultimately vests in a beneficiary 
who is taxable at a lower rate or is entitled 


amount of tax paid. 


Examples of such successions are 


a remainder to a class and second life es- 


tates dependent upon survivorship. 


Many 
have enacted 


laws requiring 


decedent’s death, but at the highest rate 


to an exemption, a refund is granted him. 
In some instances, when the value of the 


remainder is large and the probable rate of 


tax is considerably lower than the highest 


possible rate, this method imposes a hard- 
ship on the life beneficiary by reducing the 


income base to the extent of the excess 
Moreover, in some 
cases it may be years before the refund is 
made. The Ohio law seems to postpone 
the tax under certain conditions until the 


actual occurrence of possession and enjoy- 
ment. 


But since the executor and trustee 
may be personally liable for the tax until 
paid, it is customary to have the tax deter- 
mined at once under the other provisions of 
the statute, and not postponed. 

The futility of accurate methods of com- 
puting the succession taxes due on future 
estates, and the practical difficulties involved 
are further accentuated when we come to 
consider the source of the payment of the 
taxes. The leading case in Ohio is Wellman 
v. The Cleveland Trust Company, 107 Ohio 
St. 267 (1923). In this case there were four 
classes of interests: First, two life annui- 
ties; second, certain life interests in the in- 
come; third, contingent interests in the 
income subject to the interests of the orig- 
inal life beneficiaries; and fourth, the ulti- 
mate remainder over, one-half of which 
was to go to charity and the other half to 
contingent remaindermen whose identity 
could not be determined at the time of the 
tax determination. The valuation of the 
several successions, both vested and contin- 
gent, was worked out by actuarial formulae 
and in accordance with the highest rate stat- 
utes, and the tax assessed. The will was 
silent as to payment of the tax, and the ex- 
ecutor and trustees asked instructions of 
the court as to the source of payment. The 
court authorized the immediate payment of 
the entire tax out of the corpus of the estate, 
not requiring reimbursement of the principal 
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If | 








out of the income except where a benefici- 
ary was to receive a definite sum, definite 
property, or a fixed annuity where such suc- 
cession was not dependent as to amount 
upon the income of the estate. 

Difficulties have also arisen under in- 
heritance tax statutes through the uncer- 
tainty as to the identity of eventual re- 
maindermen whose remainders are subject 
to divestment by the exercise of a power 
of appointment. In Ohio, if the donee oi 
the power is a resident, no tax is assessed 
on the remainder upon the death of the 
donor of the power, but a tax is assessed 
upon the successions at the death of the 
donee, whether or not the power is exer- 
cised. The appointees or those who take 
in default of appointment as assessed a: 
though the interests to which they succeed 
had been the outright property of the donee 
If the donee is a non-resident of Ohio, the 
remainder is taxed in the estate of the donor, 
and under the highest rate statutes. As to 
the source of payment, it would seem that 
the burden of the succession tax levied on 
the exercise or the non-exercise by the donee 
should be paid by the property passing, as 
in the Wellman case. 

The Federal Government and practically 
all of the states attempt to prevent property 
escaping death taxes by reason of transfer 
during life. Where transfers are made 
without adequate consideration and under 
such circumstances as to be in contempla- 
tion of death or intended to take effect at 
or before death, they are considered as hav- 
ing their origin in death, and therefore are 
successions under the inheritance tax laws 
or part of the decedent’s taxable estate un- 
der the estate tax laws. 


Federal Estate Taxes 


The death tax now levied by the Federal 
Government is an estate tax imposed upon 
the transfer of the net estate determined in 
the manner prescribed by the applicable law. 
The tax is not upon the property, but upon 
the transfer of the entire net estate. In 
addition to property passing under a will 
or the intestate laws, the gross estate for the 
purposes of the estate tax includes certain 
transfers made during the decedent’s life 
without full consideration, survivorship es- 
tates, life insurance even though payable to 
beneficiaries other than the estate, property 
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over which the decedent exercised a general 
nower of appointment, and dower or curtesy 
of the surviving spouse, or statutory estate 
Pin lieu thereof. 

The courts have quite uniformly held that 
the federal estate tax is a charge against 
the residuary estate passing under the de- 
cedent’s will. The great majority of the 
courts also hold that the federal estate tax 
isa proper deduction as a charge or expense 
against the estate before imposition of the 
state tax. The next development came in 
cases in which the taxable estate for estate 
tax purposes included assets other than 
those passing under the will. In the cases 
of Bemis v. Converse, 246 Mass. 131 (1923), 


Scott, 274 N. Y. 538; Crook’s Estate, 36 Pa. 
D. & C. [1939].) 

Such apportionment statutes as are in 
existence apply “except in a case where 
the testator otherwise directs in his will.” 
It has become commonplace in recent 
years to put provisions in wills requiring 
the payment of death taxes from the residu- 
ary estate, but too often a stock clause is 
inserted without due deliberation as to its 
consequences and without careful inquiry 
into the circumstances involved in the par- 
ticular case. 












PENDING STATE 


TAX LEGISLATION 








Forty-three states have regular sessions 
of the legislature scheduled to convene this 
year; and monthly, hereafter, we shall re- 
port, under the above heading, introduction 


[pportionment of Interest on Delayed and executive action taken on tax bills that 


and Farmers Loan and Trust Company v. 
IVinthrop, 238 N. Y. 488 (1924), there was 
included in the taxable estate an inter vivos 
trust created by the decedent, and in each 
case it was sought to charge the trust with 
an equitable part of the federal estate tax. 
Both courts refused to do so. 












Payments 
The federal statute and those of most 


states assess interest upon late payments of 
death 
present conditions are much higher than the 
rate of return on trust 


taxes. These interest rates under 


In 


investments. 











states 





are of importance to business interests. 


Following is a list of the forty-three 


in which legislative 


sessions are 
scheduled, together with the respective dates 
on which they are to convene: 
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A Fundamental Reason for 
Not Tax Savings 


[Concluded from page 6. ] 


trust income income and invested annually for ten 
years) and let us consider a 1% tax on enrichment- 
income. We then get the following results (assum- 
ing the enrichment-income itself to be inappreciably 
affected by the tax): 


Enrichment- 1% 

Income Tax 

Ist year $5,000 $50.00 
2nd “ 5,050 50.50 
cs a 5,102 51.02 
4th “ 5,158 51.58 
Sth “ 5,216 52.16 
6th “ 5,276 52.76 
7h 5,340 53.40 
8th “ 5,407 54.07 
Oth “ 5,477 54.77 
10th “ 5,552 bo ba 
llth “ and ever after 5,629 56.29 


The present value of the above series of taxes is 
$1,095 which is more than 1% of the value of the 
property ($100,000). 

Let us see what we have done chat was wrong: 
First we taxed (in addition to the $4,000 annual yield) 
the savings which were $1,000 the first year, $1,050 the 
second, etc. Then, after these savings had accumu- 
lated to $12,578, we proceeded to tax them all over 
again by taxing the subsequent yield on this $12,578, 
namely, $629 per year forever. 

Under the yield tax, these annual sums of $629 are 
taxed, but not their source, the $12,578 of savings. We 
could get the same result in terms of present value by 
reversing this and taxing the source, the $12,578 of 
savings, without taxing the subsequent fruit of these 
savings. But to tax both the savings and their fruit is 
double taxation. 

To put the matter another way, the tax on each 
year’s savings is merely a pre-tax on their yield. If 
we thus tax yield before it comes, we should not tax 
it after it comes. Or, if we tax yield after it comes, 
we should not tax it before it comes. 

In all the above reckoning, since the tax is only 
1% the effect on capital values, and so on capital- 
increase, of taxing the capital-increase was neglected. 
But, in the case of a high tax, this repercussion effect 
may be important and would have to be taken into 
account. 

The only point here, however, is that, in all cases, 
whenever savings are taxed and their future yield is 
also taxed, we are in effect taxing the yield twice. 


Authorities 


My attention has been called to the fact that John 
Stuart Mill had sought to promulgate the same idea. 
Mill put it in a nutshell, as follows: 
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‘ 


‘... the proper mode of assessing an income-tax would be 
to tax only the part of income devoted to expenditure, exempt- 
ing that which is saved. For when saved and invested (and 
all savings, speaking generally, are invested) it thenceforth 
pays income-tax on the interest or profit which it brings, 
notwithstanding that it has already been taxed on the prin- 
cipal. Unless, therefore, savings are exempted from income- 
tax, the contributors are twice taxed on what they save, and 
only once on what they spend. To tax the sum invested, 
and afterward to tax also the proceeds of the investment, 
is to tax the same portion of the contributor’s means twice 
over.” 

Many readers may feel that the present article un- 
duly labors this point and that Mill’s pithy statement 
is sufficiently convincing. But it has not proved so. 
For instance, N. G. Pierson, a distinguished Dutch 
economist, undertook to show? that Mill was mis- 
taken, and in the Royal Economic Journal, September, 
1935, p. 484, Mr. C. W. Guillebaud also denied the 
double taxation proposition. Several Italian writers 
have done the same while these have been shown to 
be wrong by other Italian writers. 

Most American income-tax authorities, such as 
Magill, Haig, Shoup and Simons, are on record against 
the thesis championed by this article. 


A Theoretically Legitimate Tax on Enrichment 


The confusion, which these and other able writers 
appear to have, inheres chiefly in their thought that, 
if income is to be taxed, all of it ought to be taxed. 
Some readers may ask, if it is conceded that the en- 
richment concept of income is just as legitimate as 
the yield concept, why cannot it be just as legitimate 
as a tax base? 

The best answer is that enrichment income could 
legitimately be the tax base, provided it were so 
handled as to treat the Government’s interest on all 
fours with the taxpayer’s interest. 

That part of the taxpayer’s interest which is in the 
capital-increase ingredient, is not cash but merely 
capital-increase or accrual. 

The enrichment school asks us to regard Uncle Sam 
as a “partner” of the taxpayer. So be it and suppose 
he is a 50-50 partner i. e., that the income tax is 50%. 
A true 50% partner does not claim cash for accruals. 
No private partner would think of such a thing. Sup- 
pose John Smith has a brother James, a 50% silent 


partner, and John, for himself and partner James, 


puts $1,000 of savings into a bond. James now has 
an undivided half interest in that bond, no cash. And, 
since John gets no cash, James gets no cash. Ane 
when, later, John deposits the $50 interest on thai 
bond in a savings bank, James has an undivided half- 
interest in that deposit; but since John withdraws 
no cash James withdraws no cash either. And when 
still later that bank account earns $2.50, which accrual 


2See Principles of Economics, London, Macmillan, 1912, Vol. II, 
pp. 571, 572. 
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A FUNDAMENTAL REASON 


is added to the account, James has an undivided half- 
interest in that $2.50 accrual, but he gets no cash any 
more than John does. Under these conditions the 
interests of the two partners run exactly parallel. 

lf now the Government is to be in James’ place, a 
50% silent partner, it must be content to do as James 
did, get cash when John gets cash and get an un- 
divided interest when John gets an undivided interest. 

This means that if John and Uncle Sam are, like 
John and James, to share and share alike in every 
way, there would only be a cash tax when there is a 
cash income and a mere accrual of tax when there is 
mere accrual of income. When one partner waits for 
his cash, the other partner should wait also. 

It will be seen that, on such a basis—accrual of 
taxes on accrual of income and cash tax on cash in- 
come 





a tax on enrichment-income would become 
identical, except in form, with a tax on yield-income. 
The distinction between the two tax systems—a yield 
tax and an enrichment tax—would be a distinction 
without a difference. 





But this is not the way the advocates of enrichment 
as a tax base propose to work that system. They 
expect the Government’s 50% interest to have a spe- 
cial privilege, namely to be paid in cash. 


Conclusion 


As has been said, various arguments may be alleged 
for and against taxing savings. But the argument 
here made against it is at least a very fundamental 
one: that to tax savings and then to tax their yield 
also is in effect to tax the same thing twice, once in 
anticipation and again in realization. 

This article does not claim to prove that savings 
should never be taxed under any circumstances. It 
merely claims to make one fundamental argument 
against such taxation, namely that to tax both savings 
and their fruit, that is to employ enrichment-income 
(or “earnings”), as the tax base involves a form of 
double taxation. 


Income Derived from the 
Recovery of Deductions 


[Concluded from page 32. | 

This theory was originally applied to banks which 
by order of the Government were compelled to deduct 
from their gross income certain debts, often against 
the desires of the management of the bank. Grad- 
ually it was extended to other taxpayers and other 
deductions, and finally it became the prevalent opinion 
that it applies to all groups of taxpayers and to any 
kind of deduction. 

Sometimes the taxpayer derives only a partial bene- 
fit from the deduction of items subsequently recovered. 
For example, the additional deduction of $3000 on 


FOR NOT TAXING SAVINGS 


3 


cn 


account of bad debts from a net income (less credits 
against net income) of $2000 would result in a benefit 
of $2000, and $2000 only. How should a theoretical 
recovery of $1500 be treated? The Treasury Depart- 
ment *° allowed the assumption that the amounts re- 
covered apply first to the deductions from which the 
taxpayer did not derive any benefit. To the extent 
of such lost deduction—in our example up to $1000— 
amounts recovered do not represent taxable income; 
recoveries in excess thereof—in our example $500— 
must be included in the gross income of the year in 
which the recovery takes place. 

It is only recently that the Treasury Department 
again has changed its opinion. In a memorandum of 
the General Counsel published a few months ago the 
practice previously followed is reversed, and the re- 
covery of bad debts and similar deductions are con- 
sidered to represent taxable income regardless of 
whether the prior allowance of the deduction resulted 
in a tax benefit to the taxpayer.” 

Subsequent to the General Counsel’s memorandum 
the question has not been treated in a published deci- 
sion of the Board of Tax Appeals which in one older 
decision ** had followed the same principle, nor in a 
decision of acourt. Therefore it is uncertain how the 
question will finally be answered in the future. 

The Treasury Department’s argument is that the 
allowance of these deductions is provided by the 
statute without any regard to the actual benefit to 
the taxpayer, and that therefore the inclusion of subse- 
quent recoveries in taxable income cannot be dependent 
on a prior benefit to the taxpayer. This argumenta- 
tion does not sufficiently consider the difference between 
the deductions here in dispute and other deductions. 
Items deducted and subsequently recovered are a 
posteriori materially no proper deductions at all. They 
are treated as deductions for technical reasons only, 
and it is a sound argument that the taxpayer shall not 
suffer because of an insufficient knowledge of the 
facts as finally developed. It is therefore quite pos- 
sible that the Board of Tax Appeals and the courts 
will refuse to follow the Treasury Department and 
that the opinion expressed in the General Counsel’s 
memorandum will be disapproved. 


Valuation of Real Property— 
Loan v. Tax Purposes 


[Concluded from page 35. ] 


It should be recognized, for instance, that Main 
Street properties in our large cities have lost value on 
the “capitalization of income approach,” because busi- 


ness has gone to less congested suburbs. As rents 


2 C. B. June, 1939, pp. 76, 102. 
30 G. C. M. 22163, Internal Revenue Bulletin 1940, 28, p. 4. 
31 Lake View Trust and Savings Bank, 27 BTA 290. 
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have shrunk, a general decline in residential property 
values also has been reflected. Even though deprecia- 
tion may have been offset by repairs, obsolescence 
has continued its grim course. 

Those states which require complete reappraisals 
every few years appear to have less difficulty with 
protests against assessments than do states in which 
it is assumed that reappraisals are being continually 
made. A reappraisal is required in Vermont every 
four years, in Connecticut every ten. Perhaps a sworn 
statement of declared ownership such as is used in 
Connecticut, coupled with a statement of purchase 
price, cost of improvements, and income such as is 
required in Massachusetts when assessments are pro- 
tested, would provide assessors with more facts. 


Nobody likes taxes but everybody likes the benefits 
which taxes produce. There really are few people 
who object to paying if they are convinced that their 
tax burden is no greater relatively than anyone else’s. 

Proof that equitable assessments can be made and 
that taxpayers are willing to assume their fair share 
of the tax burden under such conditions exists, for 
example, in the town of Hartland, Niagara County, 
New York. Mr. William E. Watts, an assessor of 
that town, accomplished a complete revaluation to 
the satisfaction of everyone. The following is quoted 
from his report: 


“Realizing that the assessor is constantly facing the tempta- 
tion to neglect his sworn duty to assess all taxable property 
at 100% as prescribed by law, it was agreed that all previous 
tax rolls should be discarded, and actual 100% values placed 
against all properties. ... 

“Practically every property owner and renter of note was 
consulted as to his idea of fair values covering normal condi- 
tions and from these opinions our values for various classifica- 
tions in our analysis were arrived at. 

“Another thought which created a determination to arrive 
at a truly 100% assessment is the fact that the practice of 
assessing at more or less than full values as a means of secur- 
ing more funds from the state, or contributing less is wholly 
objectionable, for what one community gains, another loses. 


“Tn our work it was fully realized that the public should be 
made acquainted with the standards to be adopted, in order 
that the requisites of a standardized assessment might be 
realized. Therefore the public was taken into our confidence 
and we have secured more uniform, honest and conscientious 
statements from taxpayers. We received a great amount of 
constructive criticism, eliminated the bargaining process with 
its compromises and injustices and simplified the handling of 
complaints, because the attack can be directed to one or more 
definite rules of valuation rather than one based entirely on 
personal judgment. 


“In working out our re-valuation program, practically all 
properties were inventoried by means of extensive field trips, 
covering our entire tax district. The object of these trips 
was to corroborate the analysis as given by the owner, or 
renter. In the case of farm buildings, we believe that the cost 
of reproduction less depreciation rule is not applicable, due 
to the fact that most farms are over built; that is to say, build- 
ings costing much less would serve the same purpose and 
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that the rule of relative value must be applied to such condi- 
tions. A misplaced, inadequate or over adequate improvement 
usually exceeds the value which it actually adds. The obsoles- 
cence rule must be applied; namely, the loss of value due to 
shifting demands, which créated the condition of desuetude. 
A composite appraisal of such properties was made and the 
value of the land deducted to secure the residual value of the 
buildings. 


“It might be mentioned here that lands situated in incor- 
porated villages, having agricultural possibilities only, al- 
though having been assessed as having potential possibilities 
as desirable building sites, were lowered on a parity with 
similar farm areas, realizing that such values were only just at 
such a time as they might be developed and greater values 
brought out. 


“As aforesaid, it was our aim to establish a 100% assess- 
ment, based on facts and figures relative to a period of 
normal times, and in so doing no credence was given to sales 
to relatives, contract, trades, pressure and so-called “sucker” 
sales. We aimed to arrive at a value, such as an honest-to- 
goodness farmer family might give for a farm, live com- 
fortably and by thrift and effort liquidate within a reasonable 
period of years. This we assert we have accomplished, back- 
ing our statements upon the satisfied comments of our tax- 
payers and the total absence of complaints at our grievance 
day hearings, a condition existant only since the completion 
of our analysis program of re-valuation.” 

To sum up, it may be said that first and foremost, 
valuations for tax purposes should be equitable, one 
in relation to another, with the real estate itself as 
the only consideration. Mortgage loans, in contrast, 
may vary between properties of the same value due 
to the personal element. Valuations for tax purposes 
should be arrived at in a manner which, similar to 
valuations established by a mortgagee, has a bearing 
on the debt-paying ability of the property. 

To the extent that existing assessment practices do 
not reflect the income-producing ability of the prop- 
erty inequities exist in the distribution of the tax 
burden. At present levels of government expenditures 
and with property taxes a major source of reve- 
nue, these inequities become serious to many prop- 
erty owners. 


Incentive Taxation 
[Concluded from page 28. ] 


do as much as he can to serve and coéperate with the 
other. The employer should employ to his capacity, 
and the employee should produce to his capacity. 
ONLY by mutual service can our weary people 
escape fear, poverty, and hatred, and achieve once 
again security, prosperity, and the restoration of the 
unconquerable spirit of pioneer Americanism. 

Will we, too, be obliged to submit to force,—or will 
we have the foresight and wisdom to allow TAXA- 
TION, the only power which applies to all business, 
to be an INCENTIVE to create permanent employ- 
ment and higher standards of living, and to maintain 
the security and liberty of each individual? We can 
only preserve democracy by making it work. 
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Industry’s Tax Load Rises Sharply 


Taxes are cutting heavily into any increase in in- 
dustrial profits, according to a study just made by the 
Division of Industrial Economics of The Conference 
Board of the earnings and tax records of one hundred 
and sixteen leading industrial companies for the first 
three quarters of 1940. 

These companies, which operate in the durable, non- 
durable, metal mining and miscellaneous fields, were 
found to have increased their net income in the first 
nine months of 1940 by forty-eight per cent. Their 
income-tax load, however, increased one hundred and 
thirty-one per cent over the same period of 1939, 
although excess-profits taxes were excluded. The 
gain in net income before taxes totaled about two 
hundred and twenty-two million dollars, which com- 
pares with a tax rise of eighty-two million dollars. In 
other words, the increase in corporation income taxes 
absorbed thirty-seven cents out of every dollar’s gain 
in earnings. 

The durable goods group studied included sixty- 
eight companies, the nondurable group thirty-six com- 
panies. Income of the former group for the nine- 
month period of 1940 increased sixty-two per cent, as 
compared with 1939, while taxes rose one hundred and 
fifty-nine per cent. For the nondurable group, income 
rose only seventeen per cent, but tax obligations jumped 
Seventy-one per cent. 

In a separate tabulation of twenty companies which 
had made allowance for the excess-profits tax, it was 
estimated that for the first nine months of 1940 the 
Federal Government will take seventy-two cents out 
of every dollar of increased income before taxes. While 
the net income of this group was found to have gained 
fourteen per cent in the first three quarters of 1940 
over the same period of 1939, the tax reserves of these 
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companies had risen one hundred and sixty per cent. 
Net income after taxes amounted to two hundred and 
one million dollars for the 1940 period, as against one 
hundred and seventy-six million dollars for the cor- 
responding 1939 period. At the same time, the com- 
bined tax reserves of these companies had risen to one 
hundred and four million dollars, compared with forty 
million dollars for the similar period of 1939. 


Funds reserved by these twenty companies for the 
first three quarters of 1940 to provide for taxes equaled 
thirty-four per cent of all net income before taxes, as 
compared with nineteen per cent for the first three 
quarters of 1939. For three of the companies, it was 
stated that the stockholders would actually have a 
smaller amount available for dividends than the Fed- 
eral Government would take for taxes. One aircraft 
producer, for example, had to set aside fifty-one cents 


out of every dollar of net income before taxes for tax 
reserves. Four companies also reported reductions 


in income of one per cent to twenty per cent after 
taxes, while tax increases ranged from sixty-seven per 
cent to one hundred and eleven per cent. 


From the larger study relating to one hundred and 
sixteen companies, it was found that the greatest in- 
crease in tax reserves among durable industries had 
occurred in iron and steel, and for the fifteen com- 
panies of that industry studied amounted to five hundred 
and sixty per cent. The machinery industry’s increase, 
with eight companies represented, was three hundred 
and eighty per cent; aircraft and parts, two hundred 
and ninety-seven per cent; railroad equipment, two 
hundred and twenty-three per cent; and nonferrous 
metals, two hundred and eighteen per cent. Industries 
showing the greatest profit gains were, machinery, 
with three hundred and sixty-one per cent; aircraft 
and parts, with two hundred and ten per cent; iron 
and steel, with one hundred and seventy-one per cent; 
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railroad equipment, with one hundred and sixty-four 
per cent; and nonferrous metals, with one hundred 
and twenty-four per cent. 

In the nondurable goods group, profit gains were 
greatest for the textile products industry, in which 
they amounted to two hundred and forty-one per cent ; 
but tax gains for this industry were even greater, 
amounting to three hundred and eleven per cent from 
1939 to 1940. For paper products, income increased 
seventy-one per cent, taxes one hundred and twenty 
per cent; for chemical products, income rose twenty- 
eight per cent, and taxes one hundred and two per cent. 

These higher tax charges were attributed by the 
study in part to the increase to twenty-four per cent 
in the corporation income tax rates for the top bracket, 
from the eighteen per cent which had prevailed in 
1939. The result has been that for certain companies, 
particularly those within the food and miscellaneous 
nondurable goods industries, the gain in reserves 
needed for taxes has been sufficient to account for a 
decline in net income after taxes. While no changes 
at all in net income were reported for four metal min- 
ing companies, their tax obligations had jumped ninety- 
six per cent in the first three quarters of 1940. 
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Problems in British Tax Collection 


The following excerpts from Taxation, the weekly 
3ritish “Tax Magazine” speak for themselves as to 
some of the problems encountered by the Inland Rev- 
enue Department “for the duration” and how those 
problems are solved: 


Evacuee Taxpayers 


Among the latest batches of evacuees to the safe areas arc 
many persons who have been bombed out of their homes and 
others who have left their houses in a hurry. The Inland 
Revenue are apparently getting the income-tax affairs of 
evacuees dealt with as far as possible by the tax office in their 
present locality. This is a great convenience as the taxpayer 
is thereby enabled to have personal contact if desired with his 
nearest tax office. Many taxpayers in these circumstances will 
have lost their previous income-tax documents, dividend war- 
rant counterfoils, &c., or may be unable to get access to them. 
We think that the Inland Revenue will be prepared to help 
such taxpayers as far as possible. Thus the person who 
normally claims repayment annually may have lost most of 
the vouchers owing to bombing. The best plan in these cir- 
cumstances is to arrange an interview with the local Inspector 
and see how far it is possible to reduce the necessity of obtain- 
ing duplicates. 


Not only may documents be missing, but the circumstances 
relating to claims for relief may vary considerably during the 
fiscal year. Here also the Inland Revenue should be pressed 
to adopt a lenient attitude. Normally, for instance, the cir- 
cumstances entitling a taxpayer to, say, housekeeper allow- 
ance should be in operation for the whole fiscal year, but this 
requirement should obviously be waived where the circum- 
stances have changed during the year owing to war exigencies. 

Generally, practitioners should be on the look out for op- 
portunities of claiming concessional relief where taxpayers 
are faced with hardship directly due to the war, as the Inland 
Revenue cannot hope to apply their regulations with absolute 
peace-time rigidity under present circumstances. 


Foreign Visitors in War Time 


Persons not normally resident in the United Kingdom who 
come to this country to join the armed forces are not treated 
as British residents for income-tax purposes. In the case of 
civilians from overseas, however, the normal rules would pre- 
sumably apply, although it is possible that the Inland Revenue 
would agree to some special concession to persons who pre- 
viously resided in, say, the Channel Islands, and are now 
refugees in this country. So far no official concession appears 
to have been announced apart from that which applies to 
persons from overseas joining the armed forces. 


It was in the House of Lords on 12th October, 1939, that 
the Duke of Devonshire, Under-Secretary for Dominion Af- 
fairs, referred to the income-tax position of persons not 
normally resident in the United Kingdom coming to this 
country to join the armed forces. The Revenue authorities 
normally regard a visitor to this country as “resident” here 
(a) if he spends as much as three months per annum in this 
country averaged over a period of four years, or (b) if he 
spends as much as six months here in any one year of assess- 
ment, or (c) if he maintains a place of abode in the United 
Kingdom and he pays a visit here in any tax year, whatever 
the length of that visit. The Duke of Devonshire stated that 
there was some uneasiness as to the possible liability to 
British income tax, sur-tax and death duties of persons not 
normally resident in this country who came here to join the 
armed forces of the Crown. The Chancellor of the Ex- 
chequer authorised him to state that persons from overseas 
who joined the forces and became resident in the United 
Kingdom by reason of their service would not be charged to 
income tax on income which would not have been taxable if 
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they had not become resident. Their service pay out of 
British funds would, of course, be subject to tax. In regard 
to death duties he was advised that the position of such 
persons would not be affected by their joining the forces. 


Lessee’s Deductions 


The weight of the opinion of the Fifth Circuit as to 
the treatment by the lessee for income tax deduction 
purposes of debt payments made on behalf of the 
lessor is added to in Southwestern Hotel Co. v. U. S 

Taxpayer, as lessee, had entered into a 99-year lease 
of hotel property. It agreed to pay graduated monthly 
rentals and, as a further consideration for the lease, 
to assume a $424,000 mortgage note of the lessor pay- 
able over a period of approximately 20 years. These 
additional money payments were designated in the 
lease as “additional money rentals.” When the lease 
was entered into by taxpayer, the hotel property had 
a life of 33% years. During the taxable year, $18,000 
became due and accrued upon the indebtedness. Tax- 
payer sought to deduct this amount. Without giving 
the reason for its conclusions, the District Court ruled 
that the amount of the total obligation should be 
amortized over the life of the mortgaged building, 
which limits the deduction to 1/334 of the $424,000 
indebtedness, or $12,720. 

In line with its previous decisions on lessee deduc- 
tions,” the Fifth Circuit held that the assumption by 
the taxpayer of lessor’s indebtedness constituted ad- 
vance payments whose benefits are spread throughout 
the life of the lease, for which only aliquot deductions, 
commensurate with the ratio of the exhaustion of the 
lease, may be taken. The fact that the payments were 
called “additional rentals” in the lease is of no effect. 

However, in view of the fact that the District Court’s 
holding benefited the taxpayer and there is no appeal 
by the Government therefrom, the ruling is affirmed. 


Informal Refund Claims 


The filing of a timely refund claim is a prerequisite 
to right of suit for recovery of the erroneous assess- 
ment. The question frequently arises whether a claim 
is timely and also whether the paper filed is actually 
a refund claim. 


In Kales v. U. S.° it was held that taxpayer’s letter, 
which accompanied payment of a tax deficiency for 
the calendar year 1919, was not a mere protest or 
statement of an intention to file a claim, but consti- 
tuted an informal refund claim. The subsequently 
filed formal refund claim was but a perfection of the 
informal claim and not a new one. Therefore the 
taxpayer’s cause of action was not barred. 





140-2 ustc { 9783. 

2Including Main &€ McKinney Bldg. Co. v. Com., 40-2 ustc § 9558, 
and Galatoire Bros. v. Lines, 1 ustc { 275. 

3 40-2 ustc { 9748. 
*403 CCH { 6555. 
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The case involved the March 1, 1913 value of Ford 
Motor Co. stock. The Commissioner had agreed on 
a value. A succeeding Commissioner reduced that 
value and demanded additional tax. Taxpayer paid 
this tax and accompanied the payment with a letter 
stating that the valuation fixed by the first Commis- 
sioner was too low and stating that not only was the 
additional tax not due but that she had actually over- 
paid her original tax. The letter, supplemented by a 
formal claim though the latter was in itself tardy, 
was held to support suit. 


BTA Rule 4—Compliance of Practitioners 

Because the requirements of Board of Tax Appeals 
Rule 4, relating to form and style of papers, are 
being disregarded in many instances, a “Notice to 
Practitioners” has been published * to the effect that 
unless papers conform to the rules regarding weight 
of paper, legibility of copies, margins, captions, etc., 
all of which are important for the preservation of the 
public records and for convenience in consideration, 
it will be necessary to return the papers without filing. 


The Archives Building, Washington, D. C. 


Ewing Galloway 
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Tax Valuation of Public Utility Property 
[Concluded from page 13.] 


studied in order to secure an accurate appraisal. 
Kather the purpose is to illustrate by reference to 
some of the most frequently recurring factors the 
necessity for a comprehensive primary analysis before 
resorting to the usual statistical techniques employed 
in the so-called valuation “formulas.” Indeed with- 
out a study of the variables which have been noted 
and oftentimes of many others, the appropriateness 
of any particular “formula” cannot be ascertained. 
Moreover ,the character of the “formula” or the 
method of its use will need to be altered at least 
occasionally to meet the variations discovered in the 
primary analysis. 

Equally obvious is the lack of value of any part of 
the study suggested in this paper unless the prelim- 
inary analysis is followed up with an actual valuation. 
The factors discussed here concern partly subject 
matter which has not been given quantitative expres- 
sion. It is not proposed to examine actual appraisal 
methodology—beyond this sketch of the preliminary 
study necessary—but it may be worth while to indi- 
cate how the findings of the initial study may affect 
the employment of the three principal valuation tech- 
niques. (1) This preliminary examination will dis- 
close whether or not a stock-and-bond approach is 
possible and, if it is, whether data available permit 
the use of an averaging process and to what extent. 
(2) It will show whether an engineering appraisal 
is appropriate and, if it is, the particular kind of valu- 
ation to be invoked. (3) It will aid in determining 
the rate at which earnings should be capitalized, what 
earnings figure is appropriate, and whether or not 
available statistics permit an averaging of earnings 
over a period of more than one year and for how long 
a period. (4) Occasionally, modification in the usual 
methods of allocating the unit value between states is 
dictated by the findings of the preliminary investigation. 


Tax Convention with Sweden—Definition of Terms 


Under the tax convention with Sweden, a citizen of 
Sweden not residing in either Sweden or the United 
States is considered a resident of Sweden. 


The term “private pensions,” as used in Article X 
of the convention, means pensions paid by private per- 
sons as distinguished from pensions paid by one of 
the contracting States or by the political subdivisions, 
territories, or possessions thereof. Private pensions 
paid by trusts which qualify under section 165 of the 
Internal Revenue Code are exempt under Article X 
of the convention only to the extent that they represent 
additional compensation for past services. 


INTERPRETATIONS 


“pee 


U. S. Supreme Court 


Assignment of Insurance Renewal Proceeds—Taxability 
of Assignor.—Assignor of insurance renewal commissions is 
taxable on such commissions in the year they are paid to 
the assignee though the services, had been rendered by the 
assignor before the assignment. Helvering v. Horst, 40-2 ustc 
©" 9787, followed. Three dissents. 


Reversing Circuit Court of Appeals, Second Circuit, 40-1 
ustc J 9334, which reversed Board of Tax Appeals, 39 BTA 
583.—U. S. Supreme Court, in Guy T. Helvering, Commis- 
sioner of Internal Revenue Gerald A. Eubank. No. 205, 
October Term, 1940. 


9) 
-. 


Joint Return—Capital Gains Applied to Spouse’s Capital 
Losses.—In joint returns for 1934 under section 117(d), 1934 
\ct, the gain from the sale of capital assets by one spouse 
inay be offset by the loss from the sale of similar assets by the 
other spouse. 

Affirming Circuit Court of Appeals, Third Circuit, 40-1 
ustc § 9138, which reversed Board of Tax Appeals, 39 BTA 
240, CCH Dec. 10,580. 

Reversing Circuit Court of Appeals, 
USTC 
siniiatin 


Second Circuit, 40-1 
{ 9418, which affirmed Board of Tax Appeals memor- 


opinion, CCH Dec. 10,770-M.—U. S. Supreme 
Court, in Guy T. Helvering, Commissioner of Internal Revenue 
v. Walter C. Janney and Pauline F. M. Janney. Chester Gaines 
and Theresa Gaines v. Guy T. Helvering, Commissioner of In- 
ternal Revenue. Nos. 36 and 113, October Term, 1940. 


Joint Returns—Contributions Deductions.—Where husband 
and wife file a joint return, the aggregate income is the base 
to which the percentage formula provided in Sec. 23(0), 1934 
\ct, is applied in determining the deduction allowable on 
account of their charitable contributions. 

Reversing Circuit Court of Appeals, Second Circuit, 40-1 
ustc 9 9417, which affirmed Board of Tax Appeals decision, 
10 BTA 229, CCH Dec. 10,772.—U. S. Supreme Court, in 
Henry W. Taft and Julia W. S. Taft v. Guy T. Helvering, Com- 
missioner of Internal Revenue. No. 183, October Term, 1940. 


Joint Stock Land Bank Bonds—Profit on Sale—Taxability. 
—Profit from the sale of joint stock land bank bonds sold in 
1934 and 1935 is taxable income. Sec. 26, Farm Loan Act, 
providing that income from bonds issued under the Act 
should be exempt does not apply to profits derived from the 
sale of such bonds. 

Affirming Circuit Court of Appeals for the Eighth Circuit, 
40-1 ustc J 9172, which affirmed Board of Tax Appeals memo- 
randum decision, reported as CCH Dec. 10,748-F.—U. S. 
Supreme Court, in Stern Bros. & Co. v. Guy T. Helvering, 


Commissioner of Internal Revenue. No. 37, October Term, 
1940. 
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Life Insurance Companies—Reserves Required by Law.— 
A life insurance company which issues combined policies of 
life, health, and accident insurance, may include disability 
reserves in its reserves required by law, as a basis for the 
334 per cent deduction allowed by section 203 (a) (2) of the 
1932 Act. The statutory provision is not limited to reserves 
for death losses. 


Affirming Circuit Court of Appeals, Fifth Circuit, reported 
at 40-1 ustc § 9410, which affirmed Board of Tax Appeals, 38 
BTA 1430, CCH Dec. 10,540.—U. S. Supreme Court, in Guy 
T. Helvering, Commissioner of Internal Revenue v. Pan-Ameni- 
can Life Insurance Co. No. 264, October Term, 1940. 

* * * 


A life insurance company which issues combined policies of 
life, health, and accident insurance, may include disability 
reserves in its reserves required by law, as a basis for the 
334 per cent deduction allowed by section 203(a)(2) of the 
Acts of 1932 and 1934. The statutory provision is not limited 
to reserves for death losses. 

Affirming Circuit Court of Appeals, Ninth Circuit, reported 
at 40-2 ustc 99524, which affirmed Board of Tax Appeals 
memorandum decision, CCH Dec. 10,562-A.—U. S. Supreme 
Court, in Guy T. Helvering, Commissioner of Internal Revenue 
v. Oregon Mutual Life Insurance Co. No. 564, October Term, 
1940. 


Partnership—Stock Loss Limitation—1932 Act.—Partner- 
ship member may offset 1932 stock losses sustained by the 
partnership against gains from similar transactions realized 
in his individual capacity. 

Reversing Court of Claims, 40-1 ustc § 9165.—U. S. Supreme 
Court, in Emil Mosbacher v. United States. No. 128, October 
Term, 1940. 


Appellate and Lower Courts 


Annuities v. Interest on Indebtedness.—Taxpayers agreed 
with their partner-father that they would execute notes to 
their mother upon his death for his interest in the partner- 
ship, the principal of the notes to become due only if they 
failed to pay 6 percent annually during their mother’s life. 
The Court holds that payments in 1933, 1934, and 1935 pur- 
suant to this agreement did not constitute the payment of 
interest on an indebtedness, since their agreement constituted 
an annuity, and that the payments are not deductible from 
the shares of partnership income taxable to taxpayers be- 
cause they were obligated to pay irrespective of partnership 
profits. 

Affirming Board of Tax Appeals decision, 41 BTA 319, 
CCH Dec. 10,998.—U. S. Circuit Court of Appeals, Third 
Circuit, in Paul Autenreith v. Commissioner of Internal Reve- 
nue. F, Julian Autenreith v. Commissioner of Internal Revenue. 
J. Harold Autenreith v. Commissioner of Internal Revenue. Nos. 
7458-7460. 
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Bituminous Coal Tax—Coal Consumption by Producer.— 
The receivers of the Seaboard Air Line Railway Company 
acquired coal leases and employed independent contractors to 
mine for them coal covered by the leases, and the coal thus mined 
was used in the operation of the railroad. The Court holds that 
the purpose of the Bituminous Coal Act is to provide for the 
fixing of maximum and minimum prices for the sale of coal, 
so that the instant situation is beyond the purview of the 
Act since the receivers paid the independent contractors for 
mining the coal and did not purchase the coal itself. There- 
fore, they were producers consuming their own production 
and are within the exemption of Sec. 4(1) of the Act. 

Reversing the Order of the Director of the Bituminous 
Coal Division of the Department of the Interior.—U. S. 
Circuit Court of Appeals, Fourth Circuit, in Legh R. Powell, 
Jr. and Henry IW. Anderson, Receiver, Seaboard Air Line Ry. 
Co. v. H. A. Gray, Director, Bituminois Coal Division, Depart- 
ment of the Interior, and Harold L. Ickes, Secretary of the 
Interior, and the Bituminous Coal Producers’ Board for Dist. 
No. 8, Intervenor. No. 4671. 


Credit for Foreign Taxes Paid by Foreign Subsidiary.—In 
computing the foreign tax credit, the domestic corporation’s 
formula is correct in dividing the accumulated profits of the 
foreign subsidiary (total profits, less tax paid) into the divi- 
dend received from such subsidiary, and applying the result- 
ing ratio to the total tax paid.—U. S. District Court, Western 
Dist. of Pennsylvania, in Aluminum Co. of America v. United 


States. No. 7848. 


Expense Incurred in Protecting Estate—Deductibility.— 
Taxpayer’s decedent in 1934 incurred attorneys’ expenses in 
successfully defending against a claim for personal property 
taxes asserted against her as executrix and residuary legatee 
of her brother’s estate. The Court holds such expenses are 
not deductible, for they were not the result of any trade or 
business in which she was engaged, but resulted directly 
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from the fact that she, as residuary legatee, had taken prop 
erty against which there was an asserted claim for unpaid 
personal property tax, which claim had its origin prior to 
her receipt of the property. 

Affirming Board of Tax Appeals decision, 40 BTA 815.— 
U. S. Circuit Court of Appeals, Seventh Circuit, in Estate of 
Ida B. Stone, Deceased, Continental Illinois National Bank & 
Trust Co. of Chicago, and Lillian Falker, Admr. v. Commissioner 
of Internal Revenue. No. 7271. 


Gross Income—Credits on Note Given in Stock-purchase 
Plan.—In 1929, the taxpayer who then was vice-president and 
director of the American Tobacco Company, was permitted 
under a so-called stock allotment plan to purchase stock of 
the company at a price less than its fair market value. Pay- 
ment was made therefor in a demand note. According to the 
testimony, it was the understanding of the allotees that the 
notes eventually would be fully paid from credits on the 
notes arising from dividends on the stock and benefits from 
an employees’ purchase fund. Such credits were made in 
1930 and 1931 on the note of the taxpayer, who died in 1931. 
As the result of a legal contest of the validity of the corpo- 
ration’s various bonus and stock purchase plans, directors of 
the company in 1931 rescinded the 1929 stock allotment plan, 
and the executors of the taxpayer’s estate agreed to the 
rescission. The Court holds that the 1929 stock allotment 
plan was void but that the credits on the note of the tax- 
payer for 1930 constituted income constructively received by 
him in that year despite the 1931 rescission of the plan. How- 
ever, for the taxable year 1931, the rescission of the 1929 stock 
allotment plan extinguished what otherwise would have been 
taxable income for 1931 arising from the credits made to the 
taxpayer’s note. 

Affirming District Court decision, 39-2 ustc § 9666.—U. S. 
Circuit Court of Appeals, Fourth Circuit in A/rs. Stella E 
Penn, Edrington S. Penn and Charles A. Penn, Jr., Exrs., Estate 
of Charles A. Penn, Deceased v. Charles A. Robertson, Collector 
of Internal Revenue. No. 4611. 






Income from U. S. Sources—Foreign Bills of Exchange— 
Whether Property Purchased outside U. §.—Transactions ot 
a banking partnership in Germany, whereby it caused drafts 
drawn to its order by customers in Germany to be accepted 
and discounted by banks in the United States solely on the 
credit of the taxpayer and its agreement to pay the accepting 
bank the full amount of each draft two days before maturity, 
and from the funds thereby obtained made advances to cus- 
tomers in Germany and collected the amounts of the drafts 
from them when the drafts became payable, did not involve 
a purchase of property without the United States within the 
meaning of Sec. 119 (e) and (f), 1928 Act, and any income 
from the transactions which may have been realized was not 
taxable income from sources within the United States. 
Affirming, on this issue, decision of the Board of Tax Ap- 
peals, 40 BTA 847, CCH Dec. 10,858.—U. S. Circuit Court of 
Appeals, Fourth Circuit, in Guy T. Helvering, Commissioner 
of Internal Revenue, v. Nathan Stein. Same v. Moritz Straus 


Same v. Meier Straus. Same v. Friedrich A. Straus, Nos. 4656- 
4659. 


Indebtedness—Cancellation—Partially Solvent Mortgagor. 
—WVhere a solvent mortgagor secured a release of the mort- 
gage indebtedness by paying less than its face amount and 
did not dispose of the mortgaged property, the Court holds 
that he did not receive taxable income in the amount of the 
canceled indebtedness because he received nothing of ex- 
changeable value, his ultimate gain or loss being determinabk 
only upon the sale of the property. 

Reversing Board of Tax Appeals decision, 41 BTA 890, 
— U.S. Circuit Court of Appeals, Seventh Circuit, in Kalman 
Hirsch v. Commission of Internal Revenue. No. 7383. 


Indebtedness—Forgiveness—Whether Income or Capital 
Contribution.—In December, 1933, the corporation charged as 
an expense certain salaries paid to officers who were also 
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shareholders. In March, 1934, a large part of such indebted- 
ness was forgiven. The Court holds that the forgiveness did 
not result in income to the corporation in 1934, for the lack 
of consideration makes the transaction a contribution to the 
capital of the corporation, and such a contribution is ex- 
pressly exempt from tax.—U. S. District Court, Southern 
Dist. of New York, in Jn the Matter of Triple Z Products, Inc., 
Bankrupt. No. 61,868. 


Lessee’s Payment of Lessor’s Indebtedness—“Additional 
Money Rentals”—Ninety-nine Year Lease—Deductibility.— 
Where the taxpayer, as lessee of a hotel for a 99-year term, 
was obligated to pay graduated cash monthly rentals, and, 
as a further consideration for the lease, to make all payments 
as they became due on a balance of $424,000 on a note secured 
by a mortgage on the hotel building, which became due within 
seven years from the beginning of the lease, these additional 
payments, designated in the lease as “additional money rent- 
als,” have the character of capital investments, for which only 
aliquot deductions, over the life of the lease, may be taken. 
However, since the Court below, although denying deduction 
of the total of the advance payments made in the taxable 
year, allowed a deduction based on an allocation of the pay- 
ments over the 33'%4-year life of the building and as the hold- 
ing benefited the taxpayer and the Government makes no 
appeal therefrom, the decision is not disturbed. 

Affirming District Court decision.—U. S. Circuit Court of 
Appeals, Fifth Circuit, in Southwestern Hotel Co. v. United 
States. No. 9556. 


Lien for Taxes.—Lien of United States for income taxes is 
not valid as against an innocent purchaser of realty, where 
in filing its lien the United States did not comply with Michi- 
gan law requiring notices of lien to contain a description of 
the property upon which the lien is claimed in order to enable 
such lien to affect the rights of third parties. 

Affirming District Court decision, 39-1 ustc { 9307.—U. S. 
Circuit Court of Appeals, Sixth Circuit, in United States v. 
Thomas Maniaci et al. No. 8319. 


Net Loss Carry-over—NIRA.—The provision in the 1932 
\ct, permitting the carrying forward of a net loss, was a 
matter of legislative grace, and retroactive repeal of the 
privilege in the NIRA, as of January 1, 1933, is not unconsti- 
tutional. Furthermore, the Supreme Court decision in Schechter 
Poultry Corp. v. U. S., 295 U. S. 495, does not affect the various 
revenue provisions of Title II of the NIRA, because the Act 
contains a separability clause (Sec. 303). Hence, a statutory 
net loss sustained in 1932 was not deductible in 1933. 

Affirming Board of Tax Appeals decision, 40 BTA 515.— 
U. S. Circuit Court of Appeals, Ninth Circuit, in Albert K. 
Miller v. Commissioner of Internal Revenue. No. 9463. 


“Patronage Dividends”—Deductibility—Codperative Busi- 
ness Associations.—A non-profit cooperative association is 
denied deduction for “patronage dividends” which were earned 
but not distributed to its members during a period covering 
cleven months of 1934 and the fiscal year ending October 
31, 1935, in the absence of any statute authorizing the deduction. 

Affirming memorandum decision of Board of Tax Appeals, 
CCH Dec. 10,774-F.—U. S. Circuit Court of Appeals, Ninth 
Circuit, in Codperative Oil Association, Inc. v. Commissioner of 
Internal Revenue. No. 9393. 


Reorganization or Taxable Transfer—Where corporation 
\ agreed with B to transfer all the assets of A’s subsidiary 
M to B, with the privilege on the part of B to organize a 
subsidiary to hold the transferred property, it is held that, 
since B availed itself of the privilege, it was not a party to 
the reorganization, and its securities, delivered to M or A were 


“other property,” and resulted in recognizable gain under Sec. 
112, 1928 Act. 
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Affirming Board of Tax Appeals decision, 40 BTA 1100, 
CCH Dec. 10,923.—U. S. Circuit Court of Appeals, Eighth 
Circuit, in Anheuser-Busch, Inc. v. Guy T. Helvering, Commis- 
sioner of Internal Revenue, Melrose Ice Cream Corp. (Dissolved) 
v. Guy T. Helvering, Commissioner of Internal Revenue. Nos. 
11,751, 11,752. 


Sale of Oil Leases and Equipment.—Where a certain con- 
tract of sale of four wells included a conveyance of all personal 
property, machinery, and equipment connected with the op- 
eration of the wells, the Court holds that there was an outright 
sale of the personal property, so that in determining tax- 
payer-vendor’s taxable income for 1936, the taxpayer is entitled 
to deduct the equipment costs from the consideration received 
and need not allocate such costs between such consideration 
and the value of the reserved oil payment. 


Affirming District Court decision —U. S. Circuit Court of 
Appeals, Fifth Circuit, in W. A. Thomas, Collector of Internal 
Revenue v. Peckham Oil Co. No. 9594. 


State Employee—County Tax Collection Attorney.—Tax- 
payer, retained under contract by Cook County, Illinois, to 
collect delinquent personal property taxes, received a per- 
centage of collections as compensation, had his duties pre- 
scribed by the contract, and paid his own expenses and costs 
of litigation, so that compensation received in 1932 is not 
exempt as that of an employee of the County. 

Affirming Board of Tax Appeals memorandum opinion, CCH 
Dec. 10,770-H.—U. S. Circuit Court of Appeals, in Lee R. 
La Rochelle v. Commissioner of Internal Revenue. No. 7253. 


Suit for Refund—Re-opening by Trustee in Bankruptcy. 
—Inasmuch as courts of bankruptcy have power to determine 
all claims for taxes against a bankrupt’s estate in order to 
enable such estate to be liquidated as quickly as possible, and 
in view of the provisions of Sec. 274(a), 1936 Act, and corre- 
sponding provisions of prior Acts, payment of taxes for 1929 
and 1930 without test by the trustee of the referee’s order 
















































































































































































































































































































constitutes a final settlement of the amount in question and 
was conclusive against the trustee. Therefore he is not per- 
mitted to maintain a suit for recovery of alleged overpayment. 

Affirming District Court decision—U. S. Circuit Court of 
Appeals, First Circuit, in Justin Cohen, Trustee v. United 
States. No. 3612. 





























Tax for Improper Accumulation of Surplus—1928 Act.— 
Where a corporation was formed and availed of for the pur- 
pose of avoiding the imposition of surtax on certain members 
of a family, but where its stock was owned by another cor- 
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poration (the parent corporation), there was no tax liability 
under Sec. 104, 1928 Act, since the parent company was not 
subject to surtax and the separate entity of the parent com- 
pany from its stockholders may not be ignored. The amend- 
ment by the 1934 Act (Sec. 102) supplied an omission and did 
not merely clarify the earlier law. One dissent. 


Reversing Board of Tax Appeals decision, 38 BTA 687, 
CCH Dec. 10,445.—U. S. Circuit Court of Appeals, Third 
Circuit, in Mead Corp. v. Commissioner of Internal Revenue. 
No. 7019. 


Board of Tax Appeals 


Bad Debt Deductions.—On the facts, it is held that the 
petitioner is not entitled to bad debt deductions for 1934 and 
1935 because of the alleged worthlessness of debts owing to 
it by a wholly owned subsidiary. Though the Board ex- 
pressed doubt that the relationship between the parties was 
actually that of debtor and creditor, this phase of the case 
was passed, and consideration given only to the worthlessness 
of the debts——Keystone Pipe & Supply Co. v. Commissioner, 
Decision 11,393-E [CCH]; Docket 97776. Memorandum 


opinion. 


Bad Debts—Incorrect Book Values.—Taxpayer corporation 
and its parent corporation made loans to a wholly-owned 
subsidiary and for 1934 and 1935 charged off certain loans 
as partial bad debts. The subsidiary during these taxable years 
was engaged in the active operation of its business. Among 
its assets it carried two Texas leases at $1 each; the income 
from these properties increased from about $10,000 in 1934 
to about $14,000 in 1935. Properties earning less than half as 
much were valued at about $75,000 on the subsidiary’s books. 
The Board sustains Commissioner’s determination disallowing 
the bad debt deductions for 1934 and 1935. The fact that 
taxpayer first treated part of the claimed 1934 loss as a deple- 
tion deduction militates against its present inconsistent con- 
tention that such part is a bad debt. Further, the evidence 
does not show worthlessness to the extent claimed, for the 
book values incorrectly showed the Texas leases as almost 
valueless. The testimony of taxpayer’s vice-president shows 
that the debtor had ample assets to take care of its laibilities. 
Therefore, the 1934 deduction was correctly disallowed. For 
the same reason (the incorrect valuation of the subsidiary’s 
properties) the claimed deduction for 1935 was correctly dis- 
allowed.—Keystone Pipe and Supply Co. v. Commissioner, De- 
cision 11,397-A [CCH]; Docket 97777, 97778. Memorandum 
opinion. 


Capital Assets—Period of Ownership—State Law Deter- 
minative.—In 1925, taxpayer subscribed and paid for shares 
of capital stock in a California corporation in violation of the 
terms of a permit of the commissioner of coroprations au- 
thorizing the issuance of stock only to incorporators. The 
issuance of stock to taxpayer was void under California law. 
In 1929, a 75 percent cash dividend was paid to taxpayer. 
In 1934, a new or amended permit was obtained from the 
commissioner, and a new certificate for taxpayer’s shares 
was lawfully issued him. In 1935, the corporation was forced 
to liquidate and taxpayer suffered an undisputed loss. The 
Board holds that 80 percent of such loss is an allowable de- 
duction under Sec. 117(a), 1934 Act, for the stock was not held 
for more than 2 years. In the determination of how long the 
stock was held, the state rule as to the time when taxpayer 
became the legal owner must govern. Since Sec. 12, Corporate 
Securities Act of California, in effect during 1925, states that 
securities issued without a permit are void, taxpayer did not 
become a legal owner of the stock until 1934. That the cor- 
poration and taxpayer with regard to the 1929 cash dividend 
treated the stock as valid is immaterial because the issuance 
was void as a violation of an express mandate of public policy. 

Murdock dissents, with opinion to the effect that the view 
taken by the majority permits no satisfactory answer to the 
questions of how the dividend of 1929 was taxable and of how 
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the taxpayer would have been taxed had he sold his invest- 
ment prior to 1934. Arundell, Sternhagen, Mellott, and Disney 
agree with this dissent.—E. F. Blaise v. Commissioner, Decision 
11,385 [CCH]; Docket 98294. 42 BTA —, No. 184. 


Dividends Paid Credit—Attorneys’ Fees—Deductibility.— 
(1) Petitioner, though in arrears to the extent of $45.50 per 
share upon cumulative undeclared dividends on preferred 
stock, had only from operations in the taxable year a sub- 
stantial earned surplus. Being desirous of applying same to 
expansion and operating expenses, a plan of recapitalization 
was carried out, under which the holders of all preferred stock 
except a small number received, for the old stock and right to 
accumulated unpaid dividends, 1.4 shares of new preferred 
stock of $100 per share par value, and $5.50 in cash. The 
remaining stockholders did not enter the plan and received 
$45.50 per share in cash. The Board holds that the receipt 
of the new stock by the stockholders was not a taxable divi- 
dend nor essentially equivalent to a taxable dividend under 
Sec. 115(a) and (g), 1936 Act, and therefore under Sec. 27 (h), 
1936 Act, did not entitle the petitioner to dividends paid credit 
for the taxable year 1937. South Atlantic Steamship Line, 42 
BTA 705, CCH Dec. 11,306, followed. 

(2) Attorneys’ fees paid for services in effecting a re- 
organization by recapitalization are capital expenditures and 
are not deductible in the taxable year as ordinary and neces- 
sary expense.—Skenandoa Rayon Corp. v. Commissioner, De- 
cision 11,388 [CCH]; Docket 99519. 42 BTA —, No. 192. 


Improper Accumulation of Surplus.—Taxpayer is a New 
York corporation, with principal offices in California. In the 
taxable year 1936 and for several years previous thereto, the 
taxpayer had accumulated all net earnings. No dividends were 
declared to the stockholders. However, large loans were made 
from this accumulated surplus to the president of the cor- 
poration, who was also the principal stockholder. On the 
finding that these loans did not constitute real investments by 
the taxpayer and that the evidence failed to support a real 
business purpose for the accumulation of surplus in the amount 
shown, it is held that the taxpayer is liable for the surtax 
imposed by Sec. 102, 1934 Act. 

Arundell, Murdock, Black, and Leech dissent, without opinion. 

Wilkerson Daily Corp., Ltd. v. Commissioner, Decision 11,387 
|{CCH]; Docket 96048. 42 BTA —, No. 189. 


Insolvent Estate—Fiduciary’s Liability—Statute of Limita- 
tions.—In 1927 respondent determined deficiencies for 1923 
and 1924 in the income tax liability of a deceased taxpayer 
and issued one notice of such deficiencies to petitioner and 
others as executors of decedent. The executors duly filed one 
petition with this Board asking a redetermination of the two 
deficiencies. In 1934 this Board entered a decision finding a 
deficiency of $95.54 for the year 1923 and $537.71 for the year 
1924. The respondent filed a petition for review in the Circuit 
Court of Appeals assigning as error that the deficiency for 
1924 should have been ina greater amount. The Circuit Court 
affirmed in 1937. The decedent’s estate was insolvent and 
respondent in 1939 issued a notice of deficiency to petitioner, 
asserting a liability as fiduciary. It is held that when the 
Board finds a deficiency for two years in one decision, the 
decision as to one year can become final while an appeal as 
to the other year is being heard, and the Commissioner is 
barred from asserting liability to the fiduciary by the statute 
of limitations as to the 1923 deficiency, but not as to the 1924 
deficiency.—Morris K. Wilson v. Commissioner, Decision 11,384 
[CCH]; Docket 98024. 42 BTA —, No. 187. 


Interest Deduction—Life Insurance Loans.—Taxpayer, on 
the cash basis, had prior to 1936 and 1937 borrowed on his life 
insurance policies. During 1936 and 1937 various amounts of 
interest became due on these notes or loans. As such interest 
became due, taxpayer gave a renewal note in an amount 
equal to the principal of the old note being superseded, plus 
the amount of interest accrued on such principal up to the 
date of execution of the new renewal note; or the amount of 
interest was added by the insurance company to the principal 
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of the notes. No part of such interest for 1936 and 1937 was 
paid in cash. The insurance companies considered such inter- 
est as additions to the loans by entering the interest on their 
books as “paid.” The cash surrender values of the policies 
borrowed against were sufficient to liquidate all of the notes. 
During 1936 and 1937, taxpayer paid all premiums due on the 
policies. On the authority of Albert J. Alsberg, 42 BTA 61, 
CCH Dee. 11,211, the Board holds that the interest due on 
the insurance loans during 1936 and 1937 was not deductible 
for those years.—John S. Leahy and Julia S. Leahy v. Com- 
missioner, Decision 11,393-B [CCH]; Dockets 100691, 100699. 


Memorandum opinion. 


Bureau of Internal Revenue 


Additions to Tax in Case of Deficiency.—The fifty per cen- 
tum addition to tax for fraud imposed by section 293(b) of 
the Revenue Acts of 1936 and 1938 does not abate upon the 
death of the taxpayer but is collectible from his estate and 
should be asserted in the notice of deficiency. 

The same principle applies to identical or similar provisions 
of prior Revenue Acts and of the Internal Revenue Code; 
also to the other additions to tax included in Supplement M 
of the Revenue Act of 1928, corresponding sections of other 
Revenue Acts and of the Internal Revenue Code, and to the 
additions to tax provided by section 3176, Revised Statutes, 
as amended, and section 3612, Internal Revenue Code. 

G. C. M. 9162 (C. B. X-1, 263 (1931)) revoked, and G. C. M. 
15736 (C. B. XIV-2, 325 (1935)) modified —G. C. M. 22326, 
1940-46-10486 (p. 4). 


Credit for Dependent Foreign Refugee——A, an American 
citizen, who, during the year 1940, supports a certain foreign 
refugee under 18 years of age in accordance with an obli- 
gation assumed by him for such support will be entitled to 
a credit for a dependent for federal income tax purposes.— 


I. T. 3418, 1940-43-10460 (p. 2). 


Credit for Foreign Taxes—Analysis—Cuba.—The tax im- 
posed by the Cuban law of October 9, 1922, as amended by 
law of July 15, 1925, and by law of January 27, 1927, and 
decree law No. 393, dated November 8, 1935, equal to a certain 
percentage on sales, exchanges or assignments, and gross 
receipts, which tax was extended by the law of January 27, 
1927, to the purchase of merchandise coming from abroad, is 
not an income tax and may not be claimed as a credit under 
section 131 of the Internal Revenue Code. Such tax may, 
however, be taken as a deduction under section 23(c) of the 
Code. 

This ruling is also applicable to taxes imposed by decree 
No. 695, dated March 3, 1940.—I. T. 3429, 1940-49-10504 (p. 2). 


Gross Income—Exclusions.—B made two trips to Europe 
in the year 1939. The first trip extended from May 5 to 
June 8, and the second trip extended from June 16 to De- 
cember 2. Held, B was a bona fide nonresident of the United 
States for more than six calendar months during the taxable 
year 1939, and is entitled to the exemption provided in sec- 
tion 116(a) of the Internal Revenue Code.—JI. T. 3424, 1940- 
45-10477 (p. 3). 

eo oe a 

Disability retirement pay received by a civil service em- 
ployee pursuant to section 6 of the Civil Service Retirement 
Act of 1920, as amended, is includible in gross income, for 
federal income tax purposes, to the extent and in the manner 
provided by section 22(b)2 of the Internal Revenue Code 
and the Revenue Act of 1938.—TI. T. 3428, 1940-48-10494 (p. 2). 


Gross Income—Inclusions. — Certain land, buildings, ma- 
chinery, equipment, and other facilities are being leased by 
the Y Corporation, which is wholly owned by the O Govern- 
ment, to the N Company for the purpose of manufacturing 
certain war material for that Government. All such property, 
subject to the lease, is to remain the property of the Y Cor- 
poration. No rental, except taxes and insurance, is to be paid 
by the lessee. The lease will terminate upon the one hundred 
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and eightieth day after the N Company ceases to be obligated 
to deliver such war material to the O Government under a 
contract entered into between them, or upon the one hundred 
and eightieth day after the cessation of the national emer- 
gency declared by the President of the United States on 
September 8, 1939, to exist, whichever date is later. 

Held, for federal income tax purposes, no income will be real- 
ized by the N Company as the result of the mere execution of the 
lease or from the mere occupation and use of the leased prop- 
erty during the term of the lease —J. T. 3407, 1940-38-10423 (p. 2). 


x * * 


For federal income tax purposes, no income will be realized 
by the M Company as the result of the receipt of funds from 
the O Government to be used in expanding manufacturing and 
processing facilities and plant capacity to an extent not justi- 
fied by present or otherwise anticipated business in order to 
complete a contract for the delivery of war material to that 
Government, all facilities to be acquired with such funds to 
be the property of the Y Corporation, which is wholly owned 
by the O Government.—I. T. 3409, 1940-38-10426 (p. 3). 

k * * 

The five cents per gallon credit on certain fortified wine, 
provided for in Public, No. 655 (Seventy-sixth Congress, 
third session), is includible in gross income as of June 30, 
1940, by taxpayers entitled to such credit who keep their 
books on the accrual basis. Taxpayers keeping their books 
on the cash receipts and disbursements basis who are entitled 
to the credit should include it in gross income as of the date 


of receipt of the Commissioner’s certificate therefor.—J. T. 
3425, 1940-46-10484 (p. 2). 


Gross Income—Subsistence—Army and Navy Nurse Corps. 
—The value of subsistence and quarters furnished female 
members of the Army Nurse Corps and Navy Nurse Corps 


does not constitute taxable income.—I. T. 3420, 1940-44-10467 
(p. 3). 


Income from Sources within U. S. Possessions.—Income 
of A, a professional man practicing in the Philippine Islands 
and entitled to the benefits of section 251 of the Internal 
Revenue Code, which was actually received by A’s agents in 
the Philippine Islands and deposited by them in A’s bank 
account in Manila while he was on a vacation in the United 
States, is held to have been received by A in the Philippine 
Islands.—G. C. M. 22314, 1940-46-10485 (p. 3). 


Navy Contracts—Vinson Act.—Where the M Company was 
performing two Navy contracts for the delivery of materials 
to be used in the construction of certain naval vessels, the 
materials to be ordered from time to time as needed, the date 
of the letter from the Navy Department to the M Company 
advising it that no further orders on the contract would be 


placed is the date of the completion of the contract in each 
case.—I. T. 3405, 1940-37-10419 (p. 7). 


Normal Tax on Individuals—Foreign Journalists.—Foreign 
journalists and newspaper correspondents in the United 
States, who are nationals of the country of R, can not be 
granted exemption from the payment of the federal income 
tax by reason of the fact that American newspaper corre- 
spondents in the country of R are not required to pay income 
tax to that country.—IJ. T. 3419, 1940-44-10466 (p. 2). 


Pensions—Compensation for Injuries—Deductibility —The 
M Company may take as deductions for federal income tax 
purposes reasonable amounts paid for sick or accident benefits 
or into its pension trust even though the regulations of the 
Federal Communications Commission require the allocation 
of a pro rata share of such expenditures to the cost of new 
construction. The cost or other basis of assets as shown on 
the books under the regulations of the Commission must be 
adjusted, for federal income tax purposes, by eliminating such 
items which have been allowed as deductions from gross 
income as business expenses.—I. T. 3408, 1940-38-10424 (p. 8). 
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Personal Holding Company Income.—The M Corporation 
complies with the gross income requirements for classification 
as a personal holding company inasmuch as an item of income 
designated “receipts under oil and gas leases” constitutes 
“rents” within the purview of section 502(g) of the Internal 
Revenue Code, and not “royalties” within the meaning of 
section 502(h) of the Code, such item amounting to less than 


fifty per cent of the corporaton’s gross income.—I. T. 3401, 
1940-34-10393 (p. 2). 


Sale of Stocks and Rights——The M Company’s proposed 
method of identification of securities sold, by entering each 
sale against an arbitrarily selected purchase as shown in the 
ledger account, does not constitute sufficient identification of 
the securities in determining, for federal income tax purposes, 
the gain or loss resulting from their sale. Where the identity 
of securities can not be determined by their certificate num- 
bers, the “first-in, first-out” rule of identification is applicable. 
—I, T. 3426, 1940-47-10489 (p. 2). 


Sales of Oil for Non-lubricating Uses.—Sales of certain oils 
are not subject to manufacturers’ excise tax when sold direct 
by the manufacturer to consumers for non-lubricating uses 
under the conditions prescribed in section 314.43 of Regula- 
tions 44 (1939).—S. T. 905, 1940-36-10409 (p. 16). 


Stamp Tax— Bonds Renewed by Agreement Extending 
Mortgage.—Where a real estate bond and mortgage are exe- 
cuted by a corporation in New York or in New Jersey and the 
corporation thereafter conveys the mortgaged real estate to 
an individual as its nominee, straw man, or other type of agent 
who assumes the mortgage debt and then enters into an agree- 
ment with the mortgagee whereby the bond and mortgage are 
extended, the original corporate obligor continues liable under 
the bond, and the extension of the bond and mortgage con- 
stitutes a renewal of a corporate bond subject to stamp tax.— 


G. C. M. 22207, 1940-32-10375 (p. 7). 


Taxes for Local Benefits—Montgomery County, Md.—De- 
ductibility—‘“Front foot benefit charges” assessed against 
property in Montgomery County, Md., by the Washington 
Suburban Sanitary Commission for water main and sewer 
improvements are “taxes assessed against local benefits of a 
kind tending to increase the value of the property assessed” 
within the meaning of section 23(c)4 of the Internal Reve- 
nue Code. Such charges are not deductible for federal income 
tax purposes except to the extent that they are properly 
allocable to maintenance or interest charges.—I. T. 3423, 1940- 


45-10476. 


Withholding Tax at Source.—Withholding agents in the 
United States are authorized to return directly to the British 
Government, or to the M Bank as the agent of the British 
Government, the amount of tax withheld during 1940 from 
interest on bonds and dividends on stock of American corpo- 
rations, title to which was taken by the British Government 
under the Acquisition of Securities Order, 1940, provided the 
securities belonged to the British Government when the tax 
was withheld.—I. T. 3404, 1940-37-10416 (p. 2). 


Withholding Tax at Source—Resident of Sweden.—Under 
the tax convention with Sweden, a citizen of Sweden not 
residing in either Sweden or the United States is considered 
a resident of Sweden. 


The term “private pensions,” as used in Article X of the 
convention, means pensions paid by private persons as dis- 
tinguished from pensions paid by one of the contracting 
States or by the political subdivisions, territories, or posses- 
sions thereof. Private pensions paid by trusts which qualify 
under section 165 of the Internal Revenue Code are exempt 
under Article X of the convention only to the extent that 
they represent additional compensation for past services. 


Dividends received as income by a domestic trust and dis- 
tributed by a fiduciary to Swedish beneficiaries retain their 
character as dividends under Article VII of the convention. 
—I. T. 3427, 1940-47-10492 (p. 8). 








